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FOREWORD
The texts of the Uniform Certified Public Accountant Examinations, prepared by the Board 
of Examiners of the American Institute of Certified Public Accountants and adopted by the 
examining boards of all states, territories, and the District of Columbia, are periodically pub­
lished in book form. Unofficial answers to these examinations appear twice a year as a supple­
ment to the Journal o f  Accountancy. These books have been used in accounting courses in 
schools throughout the country and have proved valuable to students and candidates for the 
CPA certificate.
Responding to a continuing demand, we now present a book of unofficial answers covering the 
period from May 1974 to November 1975. The questions of this period appear in a separate 
volume which is being published simultaneously. While the answers are in no sense official, 
each has been reviewed by the Board of Examiners and the senior members of the Advisory 
Grading Service. Finally, they represent the considered opinion of the staff of the Examina­
tions Division.
A special note of thanks is extended to John G. Pate, Jr., University of Texas at El Paso, for 
the comprehensive index included in this volume. A careful reading of this index may benefit 
candidates in their review when preparing for future examinations.
It is hoped that this volume will prove of major assistance to candidates and those who aid 
candidates in preparing to enter the accounting profession.
Guy W. Trump, Vice President-Education and Examinations 
American Institute of Certified Public Accountants
April 1976
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Accounting Practice —  Part I
Wright, Inc.
SUPPORTING CALCULATIONS
Year Ended December 31, 1973 
(Not Required)
Allocation o f  Proceeds 
5½% Bonds Payable with Detachable
Stock, Purchase Warrants
Calculation o f  Goodwill Attributable 
to Butter, Amortization o f  Goodwill, 
and Equity in Earnings o f  Butter
Fair value of Buller
Less fair value of net assets
$146,960
Total proceeds ($ 1,000 x 90 x 1.04) $93,600
Basis of allocation:
Amount Percent
acquired:
Receivables $ 28,901
Land (at fair market value) 96,000
Other assets 12,876
137,777
Less liabilities assumed 35,777
Fair value of bond without 
stock purchase warrant 
($1,000 x .98-4/5) $ 988
Fair value of detached stock
purchase warrant 52
Total $ 1,040
Allocation:
Bonds payable at face value $90,000 
Paid-in capital for stock pur­
chase warrants ($93,600 x
.05) 4,680
94,680
Less proceeds 93,600
Allocation to bond discount $ 1,080
95%
5
100%
Amount attributable to goodwill 
Buller’s earnings from date of ac­
quisition through December
31, 1973
Less amortization of goodwill 
($44,960 4÷4 0x9 /12 )
Equity in earnings of Buller
Calculation o f  Amounts Applicable 
to Pooling o f  Interests with 
Clark Corporation
102,000 
$ 44,960
14,434
843 
$ 13,591
Calculation o f  Number o f  Shares 
To Be Issued for Stock Dividend and
Amount Capitalized from Retained Earnings
Shares issued, December 31, 1972 90,000
Less treasury shares at December 31, 1972 1,210
88,790
Plus treasury shares sold January 15, 1973 650
Total shares outstanding and basis for
calculating stock dividend 89,440
Number of shares issued in stock dividend
(89,440 x .05) 4,472
Retained earnings capitalized
(4,472 x $21) $93,912
Credited to capital stock
(4,472 x $10) $44,720
Credited to capital in excess of par value
(4,472 x $11) 49,192
$93,912
Total assets of Clark
Less liabilities assumed
Book value of investment to Wright
To be allocated on Wright’s books as follows:
Common stock
Paid-in capital ($104,000 +
$80,243 -  $124,000)
Retained earnings
($94,391 -$17 ,426)
Equity in earnings of unconsolidated
subsidiaries
Total
$318,000
39,366
$278,634
$124,000
60,243
76,965
17,426
$278,634
3
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Answer 3 Computation o f  Gain on Destruction o f  Warehouse
Bates Corporation Insurance proceeds $58,000
SCHEDULE TO COMPUTE TAXABLE INCOME* Deduct: Cost
Less accumulated deprecia­
tion
Adjusted basis (book value) 
Realized gain
Insurance proceeds
Deduct cost of replacement 
Recognized gain
Accumulated depreciation
A ccelerated  (tw o tim es 
straight line)
Straight line
Section 1250 ordinary income 
Section 1231 gain
Recognized gain
$60,000
For 1973
7,978
Net income before property dis­
positions
Add (deduct) ordinary income 
(loss) for the following: 
Distribution of inventory 
Destruction of warehouse
Section 1250
Section 1231
Condemnation of land
Trade-in of machinery
Sale of automobile
Worthless security
Add (deduct) capital gain (loss) 
for the following:
Settlement of debt with se­
curities
Compensatory transfer of se­
curities
Sale of patent
Deduct compensation expense 
on transfer of securities
Taxable income before contri­
butions
Deduct contributions
Taxable income
52,022
$23,650 $ 5,978
58,000
53,000
$ 800 $ 5,000
3,778
1,222 7,978
(2,000) 4,200
600 $ 3,778
550 1,222
(16,500) (11,550) $ 5,000
Computation o f  Recognized Gain
900 on Trade-in o f  Machinery
1,350 Fair market value
Deduct: Cost
Less accumulated deprecia­
tion
Adjusted basis (book value) 
Realized gain
Recognized gain
Gain is recognized to the
extent of the boot (cash) 
received.
$ 3,300
18,000 20,250 $4,000
32,350
1,700
(9,650) 2,300
$ 1,000
22,700 $ 600
(1,135)
$21,565
This schedule was prepared under the presumption that 
Bates elected to defer part of the gain on the involun­
tary conversion of the warehouse because this election 
would lower 1973 taxable income. If the full gain 
($5,978) on the involuntary conversion of the ware­
house had been recognized, the Section 1231 gain 
($2,200) on the conversion and the Section 1231 loss on 
condemnation of land ($2,000) would have been classi­
fied as capital gains and losses. In this situation, the total 
ordinary loss would have been $10,772 and the total 
capital gain would have been $20,450. The contribution 
deduction would have been $1,184 and taxable income 
would have been $22,494.
Computation o f  Contribution Deduction
Net income subject to contribution deduc­
tion limitation $22,700
Contribution of furniture (fair market value 
of $1,900 less depreciation recapture of 
$260) $ 1,640
Less m axim um  contribution deduction
($22,700 @5%) 1,135
Contribution carryover $ 505
4
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Other Supporting Schedules 
(Not Required)
Computation o f  Gain on Distribution 
o f  Merchandise Inventory
Liability assumed $5,600
Deduct cost of inventory 4,800
Ordinary income $ 800
Computation o f Gain on Distribution 
o f  Marketable Securities
1. Consulting fee:
Fair market value (deduct as
compensation expense) $9,650
Less cost of securities 8,300
Long-term capital gain $1,350
2. Settlement of liability:
Amount of liability $4,400
Deduct cost of securities 3,500
Long-term capital gain $ 900
Computation o f  Loss on Condemnation o f  Land
Cost of land $22,000
Less condemnation award 20,000
Section 1231 loss $(2,000)
Computation o f  Gain on Sale o f  Automobile
Fair market value $4,300
Deduct: Cost $6,000
Less accumulated deprecia­
tion 2,250
Adjusted basis (book value) 3,750
Gain — Section 1245 ordinary
income $ 550
Computation o f  Gain on Sale o f  Patent
Sale proceeds $31,000
Deduct cost of patent 13,000
Long-term capital gain $18,000
Note:
1. The loss on investment in Subo Corporation is an 
ordinary loss of $16,500 because Subo meets the 
test of being more than an 80%-owned subsid­
iary deriving more than 90% of its gross receipts 
for all taxable years from other than personal 
holding company income.
2. There is no recognized gain or loss on the demo­
lition of the building. The entire purchase cost 
decreased by the demolition proceeds is allo­
cated to the land.
Answer 4
a. Accumulated depreciation at:
December 31, 1972: $22,946,000 (see note). 
December 31, 1973: $22,261,000 [balance be­
fore change ($23,761,000) less excess of 
accelerated depreciation over straight-line 
depreciation ($ 1,500,000)].
b. Deferred tax liability at:
December 31, 1972: $0 (see note).
December 31, 1973: $720,000 [tax effect (48%)
of excess of accelerated depreciation over 
straight-line depreciation ($1,500,000)].
c. Selling, general, and administrative expenses for the 
year ended:
December 31, 1972: $18,411,000 (see note). 
December 31, 1973: $19,917,850 [balance be­
fore change ($19,540,000) less 25% of 
excess of accelerated depreciation over 
straight-line depreciation for 1973 (.25 x 
$99,000 = $24,750) plus increase in bad 
debt expense for 1973 (.005 x $80,520,000 
= $402,600)].
d. Current federal income tax expense for the year 
ended:
December 31, 1972: $3,050,880 (see note). 
December 31, 1973: $2,175,552 [balance before
change ($2,368,800) less tax effect (48%) 
of increase in bad debt expense for 1973 
($402,600)].
5
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e. Deferred federal income tax expense for the year 
ended:
December 31, 1972: $0 (see note).
December 31, 1973: $47,520 [tax rate (48%)
times excess of accelerated depreciation 
over straight-line depreciation for 1973 
($99,000)].
f. Retained earnings at:
December 31, 1972: $15,561,000 (see note). 
December 31, 1973: $18,264,648 [balance be­
fore change ($17,694,000) plus net direct 
effect of change in depreciation method 
($1,500,000 — $720,000) less net direct 
effect of change in bad debt expense
($402,600-$193,248)].
g. Pro forma net income for the year ended:
December 31, 1972: $3,357,640 (see note). 
December 31, 1973: $2,408,328 (see note).
Note: APB Opinion No. 20, “Accounting Changes,” re­
quires that in regard to a change in accounting principle or 
the method of applying a principle (such as a change in 
depreciation method) the “Financial statements for prior 
periods included for comparative purposes should be pre­
sented as previously reported.” A change in accounting 
estimate (such as a change in bad debt expense) has no 
effect on prior periods. Thus, the amounts for items a. 
through f. relating to 1972 are the same as stated in the 
preliminary statements.
The Opinion also requires that “ ... net income com­
puted on a pro forma basis should be shown on the face of 
the income statements for all periods presented as if the 
newly adopted accounting principle had been applied dur­
ing all periods affected.” Thus the answer to item g. is 
computed as follows:
1973 1972
Net income per prelimi­
nary statements $2,566,200 $3,305,120
Less increase in bad debt
expense* 402,600
Add tax effect* 193,248
Net income before change
in accounting prin­
ciple 2,356,848 3,305,120
Add excess of accelerated
depreciation over
straight-line depreci­
ation 99,000 101,000
Less tax effect 47,520 48,480
Pro forma net income $2,408,328 $3,357,640
* These amounts are shown here for computational pur­
poses only. In revised statements the amounts would be 
included in selling, general, and administrative expenses 
and current federal income tax expense, respectively. 
Disclosure regarding the change would normally be by 
footnote.
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Answer 5 Changes in components of work­
ing capital:
Increase (decrease) in current 
assets:
Cash
Marketable investments 
Accounts receivable
Inventory
Increase (decrease) in current 
liabilities:
Accounts payable
Dividends payable
Income taxes payable
Increase in working capital
Bencivenga Company
STATEMENT OF CHANGES IN FINANCIAL POSITION
Three Months Ended March 31,1974 $ 62,100
(9,200)
Sources of working capital:
Income before extraordinary item
Add (deduct) items not af­
fecting working capital: 
Depreciation
Amortization of bond dis­
count
Deferred income taxes 
E quity  in earnings of
30%-owned company
Working capital provided 
from operations exclusive 
of extraordinary item
Extraordinary item
Gain on condemnation of
land net of taxes of 
$2,140
Cost of land condemned
Sale of bonds payable
Common stock issued on
conversion of preferred 
stock
Applications of working capital:
Equipment purchased
Common stock dividend de­
clared
Reduction of preferred stock 
by conversion
Increase in working capital
25,000
$ 55,458 17,500
95,400
$ 1,250
(3,890)
150 8,000
336 34,616
38,726
(5,880) (4,144) $ 56,674
51,314
Computation o f  Income Before Extraordinary Item
8,560 Net income per data $64,018
59,874 Less effect of extraordinary
21,300 item:
65,000 Gain on condemnation of
land $10,700
Less income tax thereon at
30,000 20% 2,140 8,560
176,174 Income before extraordinary
item $55,458
81,500
8,000 Note: The gain on sale of marketable investments, al­
though an extraordinary item under APB Opinion No. 9, 
does not meet the criteria of APB Opinion No. 30 for treat­
ment as an extraordinary item.
30,000 119,500
$ 56,674
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ACCO UNTING  PRACTICE —  PART II
May 9, 1974; 1:30 to 6:00 P.M.
Answer 1 Answer 2
1. b 9. d 17. c 25. a
2. d 10. a 18. a 26. c
3. b 11. a 19. d 27. d
4. b 12. b 20. a 28. e
5. c 13. d 21. c 29. d
6. b 14. b 22. a 30. c
7. b 15. c 23. d 31. a
8. b 16. a 24. e
8
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Answer 3
a. Materials and direct labor at standard cost:
Raw materials:
Item
Number o f
Units
Unit
Cost Amount
A 15,000 $1.00 $15,000
B 4,000 .50 2,000
C 20,000 .30 6,000
23,000
Work in process:
Item
Number o f
Units or Hours
Unit
Cost Amount
A 27,000 $1.00 $27,000
B 9,000 .50 4,500
C 18,000 .30 5,400
Direct labor 900 4.50 4,050
40,950
Finished goods:
Item
Number o f
Units or Hours
Unit
Cost Amount
A 14,400 $1.00 $14,400
B 4,800 .50 2,400
C 19,200 .30 5,760
Direct labor 1,600 4.50 7,200
29,760
Total at standard cost 93,710
Materials and direct labor at actual cost:
Raw materials $ 24,980
Work in process 45,955
Finished goods 32,792
Total at actual cost 103,727
Charge to cost of sales $ 10,017
b.
Item
Standard
Cost
Actual
Cost Difference
Number o f
Units Purchased
Charge
(Credit)
A $1.00 $1.15 $.15 290,000 $43,500
B .50 .55 .05 101,000 5,050
C .30 .35 .05 367,000 18,350
$66,900
9
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c. Standard usage of raw materials and direct labor:
Raw Materials
B
Direct
Labor
Sales
Add ending inventory of work in process
90,000 90,000 90,000 90,000
and finished goods 12,600 12,600 8,850 6,600
Less beginning inventory of work in process
102,600 102,600 98,850 96,600
and finished goods 13,800 13,800 9,300 7,500
Equivalent units of production of Bevo 88,800 88,800 89,550 89,100
Standard per unit of Bevo 3 1 4 1/3
Standard usage 266,400 88,800 358,200 29,700
Actual usage of raw materials:
C
Beginning inventory 15,000 4,000 20,000
Purchases 290,000 101,000 367,000
305,000 105,000 387,000
Ending inventory 28,300 2,100 28,900
Actual usage 276,700 102,900 358,100
Material quantity variances:
Raw
Material
Standard,
Usage
Actual
Usage Difference
Standard
Cost
Charge 
( Credit)
A 266,400 276,700 10,300 $1.00 $10,300
B 88,800 102,900 14,100 .50 7,050
C 358,200 358,100 (100) .30 (30)
$17,320
d. Standard
Cost
Actual
Cost Difference
Number o f
Hours Worked
Charge
(Credit)
$4.50 $4.60 $.10 34,100 $3,410
e. Standard
Usage
Actual
Usage Difference
Standard
Cost
Charge 
( Credit)
29,700 34,100 4,400 $4.50 $19,800
10
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Maneri Electronics, Inc.
SCHEDULE TO ALLOCATE COST OF 
LAND AND BUILDING
General Ledger Accounts
Total
Land
Investment 
(9 Acres)
Land 
(1 Acre) Building
Interest on 
Construction 
Loan
Purchase price of land and building
Unpaid taxes assumed by Maneri
Demolition cost
Cost of subdividing land
Payment to tenants of old building to cancel 
leases
Building construction costs
Total of building account per Maneri’s trial bal­
ance allocated to various general ledger
$ 55,000
4,300 
4,110
510
3,300 
190,000
$49,500
3,870
3,699
459
2,970
$5,500
430
411
51
330
$190,000
accounts
Add interest on construction loan*
257,220
11,700
60,498 6,722 190,000
11,700
Balances as adjusted $268,920 60,498 6,722 201,700
Balances per trial balance — — 257,220 $11,700
Entry to adjust Dr. (Cr.) 60,498 6,722 (55,520) (11,700)
Adjusted balances $60,498 $6,722 $201,700 -
* There are differing views on whether interest should be capitalized. For example, some opposed to capitalization argue that it is 
a financing cost chargeable against current operations.
Straight-line depreciation is computed as follows: $201,700 — $5,000 = $4,9 18
Answer 5
Transaction
Number Journal Entries Dr. Cr.
Fund or 
Group o f  
Accounts
1. Estimated revenues
Appropriations
Fund balance
To record adoption of the budget.
$695,000
$650,000
45,000
G
2. Taxes receivable — current
Estimated uncollectible current taxes
Revenues
To record levy of taxes in special revenue fund.
160,000
1,600
158,400
SR
3. a. Encumbrances
Reserve for encumbrances
To record encumbrances for purchase orders.
2,390
2,390
G
b. Reserve for encumbrances
Encumbrances
To record cancellation of encumbrances upon re­
ceipt of supplies.
2,390
2,390
G
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Transaction
Number Journal Entries Dr. Cr.
Fund or 
Group o f  
Accounts
Expenditures
Vouchers payable
To record actual expenditures on supplies encum­
bered for $2,390.
$ 2,500
$ 2,500
G
4. Due to utility fund
Expenditures
Cash
To record disbursement to liquidate a loan from the 
utility fund.
1,000
40
1,040
G
Cash
Revenues
Due from general fund
To record receipt to liquidate a loan to the general 
fund.
1,040
40
1,000
E
5. Land
Investment in general fixed assets — donations
To record land donated to city.
85,000
85,000
GFA
6. a. Cash
Bonds payable
To record issuance of bonds for curbing project.
90,000
90,000
SA
b. Expenditures
Vouchers payable
To record expenditures on curbing project.
84,000
84,000
SA
Fund balance
Expenditures
To close expenditures.
84,000
84,000
SA
Improvements other than buildings — curbing
Investment in general fixed assets — special
assessments
To record cost of curbing.
84,000
84,000
GFA
7. a. Investments
Endowment fund principal balance
To record the value of stock donated in trust.
22,000
22,000
TA
b. Cash
Revenues
To record dividend revenue in endowment revenues 
fund.
1,100
1,100
TA
 8. a. Cash
Bond premium
Revenues
To record issuance of bonds to finance construction
308,000
8,000
300,000
CP
of a city hall addition.
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Transaction
Number Journal Entries Dr. Cr.
Fund or 
Group o f  
Accounts
Amount to be provided for payment of term bonds 
Term bonds payable
To record the issuance of bonds to finance construc­
tion of a city hall addition.
$300,000
$300,000
LTD
Bond premium
Cash
To record transfer of bond premium to debt service 
fund.
8,000
8,000
CP
Cash
Revenues
To record transfer of bond premium from capital 
projects fund.
8,000
8,000
DS
Amount available in debt service fund — term bonds 
Amount to be provided for payment of term
bonds
To record increases in assets available in debt service 
fund.
8,000
8,000
LTD
b. Expenditures
Cash
To record expenditures for construction of city hall 
addition.
297,000
297,000
CP
Revenues
Fund balance
Expenditures
To close the revenues and expenditures accounts to 
fund balance.
300,000
3,000
297,000
CP
Buildings
Investment in fixed assets — capital project 
fund — general obligation bonds
To record city hall addition.
297,000
297,000
GFA
Fund balance
Cash
To record transfer of remaining cash to debt service 
fund.
3,000
3,000
CP
Cash
Revenues
To record transfer from capital projects fund.
3,000
3,000
DS
Amount available in debt service fund — term bonds 
Amount to be provided for payment of term
bonds
To record increase in assets available in debt service
3,000
3,000
LTD
fund.
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May 9, 1974; 8:30 A.M. to 12:00 M.
Answer 1 Answer 2
1. b 14. c 26. c
2. d 15. b 27. d
3. a 16. c 28. b
4. b 17. d 29. a
5. b 18. a 30. d
6. c 19. a  31. a
7. d 20. d 32. a
8. d 21. c 33. b
9. c 22. b 34. d
10. d 23. a 35. d
11. d 24. b 36. c
12. a 25. a 37. d
13. b 38. a
39. c
40. b
41. c
42. c
43. a
44. a
45. b
46. b
47. d
48. c
49. d
50. b
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Answer 3
Other Audit Procedures Reason for Other Audit Procedures
1. Sources of debit entries in general-ledger cash account, 
other than from cash-receipts journal, should be in­
vestigated and supporting documents examined.
2. A surprise examination of cash receipts should be per­
formed. Prior to the accounts-receivable clerk obtain­
ing the cash receipts, the auditor should make a list of 
them without the clerk’s knowledge. The undeposited 
mail receipts should then be controlled after com­
pletion of their preparation for deposit and after post­
ings have been made to the subsidiary accounts- 
receivable ledger. The deposit slip should be totaled 
and compared to the remittances and the list prepared 
by the auditor for accuracy. Individual items on the 
deposit slip should be compared to postings to the 
subsidiary accounts-receivable ledger. The auditor 
should then supervise the mailing of the deposit to the 
bank. The auditor should ask Gutzler to ask the bank 
to send the statement containing this deposit directly 
to the auditor.
3. Postings from other deposit slips should be traced to 
the cash-receipts journal and the subsidiary accounts- 
receivable ledger. Also, entries in the subsidiary 
accounts-receivable ledger should be traced to the 
cash-receipts journal and to the deposit slips.
4. Review the subsidiary accounts-receivable ledger and 
confirm accounts that have abnormal transaction 
activity such as consistently late payments.
5. If Gutzler allows customers to take discounts, the 
amount of such discounts and the discount period 
should be checked.
6. Dates and amounts of daily deposits per bank state­
ments should be compared with entries in the cash- 
receipts journal.
7. A proof-of-cash working paper should be prepared 
which reconciles total cash receipts with credits per 
bank statements. The opening and closing reconcilia­
tion of the proof of cash should be compared to the 
comparable reconciliation prepared by the controller.
1. Since the auditor, using standard procedures, only 
examines the cash-receipts journal, he must investigate 
the validity of all other sources of cash receipts which 
are not recorded in these journals.
2. Since there are no initial controls over cash receipts 
established prior to the time the accounts-receivable 
clerk obtains the cash, a surprise examination is the 
only method of determining if cash receipts are being 
recorded and deposited properly.
3. Since there is no separation of duties between cash 
receip ts  and accounts receivable, the accounts- 
receivable clerk may have been careless in performing 
his posting duties. This procedure may also disclose 
whether the accounts-receivable clerk may have been 
lapping the accounts.
4. See 3 above.
5. Since there is no separation of duties between cash 
receipts and accounts receivable, the accounts-receiv­
able clerk may have appropriated discounts which 
could have been, but were not, taken or may have 
been careless in checking the appropriateness of dis­
counts taken.
6. Since there are no initial controls over cash receipts 
established prior to the time the accounts-receivable 
clerk obtains the cash, he may have become careless 
about promptly depositing the daily receipts.
7. Since internal control over cash receipts is weak, the 
auditor should perform this overall check to help sub­
stantiate that he has investigated all material items 
during his detail tests.
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Other Audit Procedures Reason for Other Audit Procedures
8. Prepare a ratio analysis of monthly collections to total 
sales of the preceding month or monthly collections 
to total accounts receivable at the beginning of the 
month and compare this analysis with a similar analy­
sis for the preceding year.
9. Visit the client on the balance-sheet date or the next 
business day to determine that an appropriate cutoff 
of cash receipts has been made.
10. For those periods for which the above audit pro­
cedures were not performed and for a period after the 
balance-sheet date, scan the cash-receipts journal and 
bank statements for unusual items.
Answer 4
In deciding the type of auditor’s report to issue, Burke 
must always keep in mind that his report is a one-way 
communication which must fairly communicate his opinion 
to the report reader. He has a clear responsibility to guard 
against misleading the report reader.
Situation I
In situation I, Burke must consider the probability of 
Willingham losing the lawsuit and what impact this will 
have on the fair presentation of the financial statements. 
The impact would first be measured by the relative magni­
tude of the dollar effect in relation to other items in the 
financial statements such as net income, total fixed assets, 
or total net assets.
In gathering his evidence Burke would have confirmed 
the uncertainty of the outcome of the lawsuit with 
Willingham’s independent legal counsel. With Willingham’s 
consent Burke might want to get an opinion of another 
independent legal counsel such as his own. If legal counsel 
cannot give an opinion on the outcome of the lawsuit it 
would be unreasonable to assume Burke will have the 
expertise necessary to make this decision. But h e should 
have the expertise to evaluate the effect on the financial 
statements if the lawsuit is lost. In this evaluation he should 
consider the impact of other ramifications such as existing  
commitments and union contracts at that plant.
His evaluation of the aggregate effect of an adverse 
decision will determine the type of report he will issue. If 
he concludes that the consequences of losing the lawsuit are 
of such a widespread nature as to have a pervasive impact 
on the financial statements and that the company can not 
continue as a going concern, he will most likely issue a 
disclaimer of opinion because he does not have the ex­
pertise to evaluate the outcome of the case.
8. Since internal control over cash receipts is weak, this 
overall test may highlight points of irregularities, if 
such exist.
9. Since internal control over cash receipts is weak, the 
auditor needs to satisfy himself that cash receipts are 
recorded in the appropriate period.
10. Since internal control over cash receipts is weak, the 
auditor should perform this review to help substan­
tiate that he has investigated all material items not 
covered during his other tests.
In reaching his decision, Burke must consider the 
validity of the statements made by management—namely, 
that the purchase of the required equipment is not econom­
ically feasible, that the plant would have to be closed, that 
the plant and its production equipment would have only 
minimal resale value, and that the production could not be 
recovered at other plants. In this respect, Burke should con­
sider any past experience of Willingham or other similar 
companies. For example, if Willingham had been required 
to install pollution-control equipment in other plants and 
had done so econom ically , Burke may consider 
Willingham’s statement on the current situation as over­
reacting. If this were the case, Burke may need to re­
evaluate the relative magnitude of the dollar impact of 
closing the plant in relation to an independent evaluation of 
the economic feasibility of installing the pollution-control 
equipment.
Burke must also consider how long it will take before 
there is an impact on the financial statements. There may 
be evidence that the case will be litigated for a number of 
years; or, if the case is lost, that the court may allow 
Willingham an extended period of time to install the 
pollution-control equipment. Under these circumstances 
Burke may consider the possible outcome to have little 
effect on decisions applicable to the current financial state­
ments because the postponement would lower the expected 
relative magnitude in relation to the current financial state­
ments and would also give the company time to increase its 
ability to absorb the impact of an adverse decision. Thus, 
this exception may not be relevant to the current year’s 
report.
Situation II
In situation II, Burke must again consider the relative 
magnitude of the dollar effect in relation to other items in 
the financial statements. Since the franchise amounts to
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20% of Willingham’s assets, Burke should be most con­
cerned over the probability and timing of Willingham’s re­
covering the franchise cost from future sales. His measure 
of this would most likely be based on two other consid­
erations.
First would be the past experience, if any, of 
Willingham in similar ventures. If Willingham has a good 
record of past performance in developing similar products, 
Burke may be satisfied that the probability of the recovery 
is high.
Second, Burke should consider if he, as an auditor, has 
the expertise to determine the probability of the recovery 
of the franchise cost. This consideration is necessary for 
Burke to determine if he can accept the responsibility for 
the evaluation of the item relative to fair presentation in 
the financial statements.
In reaching a decision, Burke must evaluate the under­
lying documentation and especially the thoroughness and 
objectivity with which Willingham’s management investi­
gated the franchise and possibility of success before enter­
ing into the agreement. Burke should have studied minutes 
and notes of the negotiations leading to the purchase and 
financial projections of the overall effect on Willingham’s 
operations of adding the franchise. In addition, while 
gathering evidence for reaching this decision, Burke might 
want to obtain, with Willingham’s consent, an independent 
expert’s opinion on the marketing prospects of the newly 
patented product.
Burke should also consider the nature of the item — 
whether it relates to a specific matter or a general con­
dition. Is the exception only a matter of realization of a 
specific asset or is there a question of whether Willingham 
can continue as a going concern if it cannot recover the cost 
of the franchise? In the latter case the exception could 
permeate the financial statements and make a reader’s 
appraisal of them virtually impossible.
Answer 5
a. The report on internal control to management is 
usually in the form of a letter or memorandum 
addressed to the senior financial officer, president, or 
chairman of the board of the client.
The letter or memorandum should start with a 
reference to the audit examination as the basis for the 
report and a description of the objectives and limita­
tions of internal control and the auditor’s evaluation 
of it. The extent of this description will depend on the 
auditor’s assessment of the client’s knowledge of 
internal control because the purpose is to reduce the 
risk of the client misunderstanding the significance 
and extent of coverage of the report.
The introduction should be followed by a 
description of the major weaknesses including an
indication whether they relate to the client’s actual 
procedures or to noncompliance with established 
procedures. The report should include recommenda­
tions for improvements or comments of corrective 
actions that were taken or are in the process of 
implementation, if any. Whenever the auditor 
comments that corrective action was taken or is in 
process of being taken, he should state the basis for 
his conclusions and the scope of any review and 
tests he had conducted. The auditor must be careful 
to word his comments so they will not antagonize 
the client and thus defeat the purpose of effecting 
improvement.
The major purposes of the report on internal 
control to management can be summarized as follows:
1. It provides the client with recommendations for 
improvements in the internal-control system. 
This is an additional constructive service because 
it reduces the client’s probability of error and 
improves controls for audit purposes as well as 
reduces the necessity for extending audit pro­
cedures.
2. It can identify practical recommendations for 
system improvements and increased efficiency. 
This can generate goodwill with the client and 
reduce audit time and fees in future periods.
3. It provides a documented record of the commu­
nications to the client of major weaknesses in 
internal control. In this sense it is protective to 
the auditor because it notes situations that could 
lead to defalcations which, if not communicated 
to the client, could give rise to charges of negli­
gence against the auditor.
b. A report resulting from a special study should describe 
the purpose and scope of that study rather than refer 
to the purpose and scope of evaluating internal 
control as part of an audit. Normally the scope of a 
special study is more extensive than that required for 
an examination of financial statements in accordance 
with generally accepted auditing standards. The pur­
pose and scope of the special study should be 
described in reasonable detail and should indicate 
whether the scope included both a review of the 
system and tests of compliance with it. These 
differences would apply irrespective of the recipient 
and should be included in any report based on a 
special study.
If the report is issued to a regulatory agency, it 
should describe in reasonable detail the objective and 
limitations of internal accounting control and the 
auditor’s evaluation of it. Statement on Auditing 
Standards No. 1 contains standardized language which 
should be used for this purpose when reporting to a 
regulatory agency. This language is optional when
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reporting solely to management or another indepen­
dent auditor.
In situations where corrective action by manage­
ment is not practicable in the circumstances, the 
auditor may exclude certain weaknesses from his 
report; however, he should include a comment that 
the report covers only conditions of material weakness 
for which corrective action by management is practi­
cable in the circumstances. If some weaknesses are 
reported to management but not to the regulatory 
agency, the report to management should distinguish 
the weaknesses that are excluded from the report to 
the regulatory agency.
Certain regulatory agencies establish criteria 
which are set forth in a questionnaire or other publica­
tion and are susceptible to objective answers or 
application. In these circumstances the auditor’s re­
port may express a conclusion, based on the agency’s 
criteria, concerning the adequacy of the procedures 
studied, with an exception as to any condition he 
believes is not in conformity with the agency’s criteria 
and is a material weakness. When issuing such a report, 
the auditor does not assume any responsibility for the 
comprehensiveness of the agency’s criteria; however, 
he should report any relevant condition that comes to 
his attention in the course of his study that he believes 
to be a material weakness even though not covered by 
the agency’s criteria.
A regulatory agency may require comments on 
certain aspects of administrative control or com­
pliance with provisions in contracts or regulations 
which normally would not be included in the report 
to management. If this happens the auditor should 
clearly identify the additional matters and describe 
in detail the scope of the review and tests con­
cerning them. Identification can often be made by 
reference to specific portions of contracts or reg­
ulations.
Answer 6
Generally, the first step in preparing to supervise and 
plan the field work for an audit examination is to review 
and/or study current and background information on the 
client and industry. The most important sources in this 
preparatory stage are as follows:
•  Engagement letter.
•  Audit permanent file.
•  Last year’s work papers.
•  Client correspondence files.
•  Last year’s reports, including management letter 
and/or internal-control memorandum.
•  Last year’s in-charge auditor.
•  Industry and governmental publications.
•  AICPA industry audit guides or firm audit 
guides.
The purpose of this preparatory review and study is to 
become familiar with such things as:
•  The client’s organizational structure, including 
key personnel.
•  Business activities and special problems of the 
client or industry in general.
•  Recent financial data or other important activ­
ities such as new security offerings or bond 
financing.
•  The client’s records and procedures especially as 
they relate to internal control.
•  Reports that are anticipated for this engagement.
After the above review the in-charge accountant 
should make preliminary plans for the field work. He needs 
to determine what audit tests can be done on an interim 
basis and what must be done on or after the balance-sheet 
date including tests which should be done on a surprise 
basis. He must plan for what work can be done by the 
client’s accounting and/or internal audit staff. He should 
schedule critical dates for such things as cash counts, inven­
tory observations, and confirmations. A detailed time 
budget should be developed and specific areas of the audit 
assigned to each staff member on the engagement. Addi­
tionally, he should consider whether he needs special 
expertise, e.g., a computer specialist.
Audit programs should be prepared based on the prior 
year’s review of internal control and any related current 
correspondence, as well as suggestions in last year’s work 
papers. It is often possible to use last year’s programs with 
revisions for changed conditions or desired audit emphasis.
If possible, visit the client to meet the appropriate 
officers and employees and discuss arrangements for the 
engagement.
After completing the preliminary preparation and 
planning as outlined above it is wise to schedule a confer­
ence with all the staff members assigned to the audit. The 
agenda would include a review of the engagement letter, 
estimate of the scope of the work, review of reports to be 
issued, review of the primary business operations of the 
client, assignment of audit areas to the staff, and review of 
specific problems or difficulties that are anticipated for this 
engagement. After this meeting it is important to insure 
that each staff member has adequate time to review and 
prepare for his assigned area of the audit.
A final step is to insure that the necessary work bags, 
supplies, permanent files, and prior year’s work papers are 
carefully packed and prepared for transport to the client’s 
office. If there is still time before starting the work at the 
client’s office, the staff can be assigned preliminary work of 
setting up work paper analysis and lead schedules.
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Answer  7
Report
No. Deficiency Reason Correction
I (1) There is not a clear indication 
of the division of responsibility be­
tween the principal auditor and the 
other auditors.
Since the principal auditor has 
decided to make reference in his 
report to the examination made 
by o th er auditors and not 
assume responsibility for their 
work, he should indicate clearly 
the division of responsibility be­
tween himself and the other 
auditors in expressing his opin­
ion on the financial statements.
To indicate the division of respon­
sibility between the auditors, the 
report should disclose the magni­
tude of the portion of the financial 
statements examined by the other 
auditors. This is usually done by 
stating in the scope paragraph the 
dollar amounts or percentages of 
one or more of the following: total 
assets, total revenues, or other ap­
propriate criteria, whichever most 
clearly reveals the portion of the 
financial statements examined by 
the other auditors.
(2) The opinion is qualified by 
use of the phrase “except for the 
report of the other auditors.”
Reference in the report of the 
principal auditor to the fact that 
part of the examination was per­
formed by other auditors should 
not be construed as a qualifica­
tion of the opinion or as being 
inferior in professional standing 
to a report in which no reference 
is made.
This error could be corrected by 
the principal auditor reporting that 
his opinion is based upon his exam­
ination and the report of other 
auditors.
II (1) Even though the financial 
statements are unaudited, the audi­
tor’s report refers to certain audit 
procedures that he performed.
When financial statements are 
unaudited, the mention of any 
auditing procedures that may 
have been performed may cause
  the reader to believe that the 
financial statements were au­
dited; therefore, he may place 
undue reliance on them. The 
auditor is responsible for giving a 
clear-cut indication of the char­
acter of his examination, if any, 
and the degree of responsibility 
he is taking.
Delete reference to any auditing 
procedures and report only that the 
statements are unaudited and that 
he expresses no opinion on them.
(2) The auditor’s report provides 
negative assurance that the financial 
statements are fairly presented in 
conformity with generally accepted 
accounting principles applied on a 
consistent basis.
When financial statements are 
unaudited, any reference to gen­
erally accepted accounting prin­
ciples applied on a consistent 
basis may temper the disclaimer 
of opinion and cause the reader 
to believe they were, in fact, 
audited. Negative assurance is 
permissible in special situations, 
(e.g., letters to underwriters) but 
never to cover data which pur­
ports to present financial posi­
tion, results of operations, or 
changes in financial position.
D elete the  negative assurance 
phrase and any reference to gener­
ally accepted accounting principles 
applied on a consistent basis.
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Report
No. Deficiency Reason Correction
III* (1) The first sentence of the re­
port states that the examination 
was made in accordance with gen­
erally accepted auditing standards.
The examination has not been 
made in accordance with gener­
ally accepted auditing standards 
because the second general 
standard requires that the audi­
tor be independent. This sen­
tence is also inconsistent with 
the final sentence of the report 
which states that the financial 
statements were not audited.
Delete the first sentence.
(2) The auditor disclosed the rea­
son for his lack of independence— 
his wife owns 5% of the stock of 
the company.
This disclosure might confuse 
the reader; i.e., the reader may 
not believe that this investment 
prevents the auditor from being 
independent and he may, there­
fore, place undue reliance on the 
auditor’s report and the financial 
statements. Since independence 
is a matter of professional judg­
ment, the reader should not be 
called upon to make this 
judgment.
Delete the reason for lack of in­
dependence.
* The following comments are not addressed to the deficiencies in Auditor’s Report III and, as such, are not responsive 
to the question: Notwithstanding, given the purposes for which the financial statements were to be used, at least a 
moral, if not an ethical, question is raised as to whether the CPA should have accepted this engagement knowing he 
was not independent and would thus have to disclaim an opinion on the financial statements. A CPA’s report based 
on lack of independence adds nothing to the credibility of the financial statements on which the CPA reports. The 
attest function is unique to the CPA. Independence, in turn, is a critical element of the attest function. Take the 
attest function away, and the public loses the benefit of a process and service which, by law, it has assigned to CPAs.
We have found no official pronouncement which would preclude a CPA from accepting an engagement when he 
lacks independence. However, the spirit, if not the letter, of the AICPA Code of Professional Ethics would seem to 
require a CPA to consider the relevant facts and exercise his professional judgment in deciding whether to accept an
engagement when he knows he is not independent.
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BU SIN ESS LAW
(Commercial Law)
May 10, 1974; 8:30 A.M. to 12:00 M.
Answer 1 Answer 2
1. d 10. c 19. d 28. a
2. c 11. b 20. b 29. d
3. b 12. a 21. d 30. d
4. c 13. d 22. b 31. d
5. c 14. c 23. c 32. d
6. a 15. b 24. c 33. a
7. c 16. b 25. c 34. a
8. b 17. b 26. d 35. c
9. d 18. a 27. b 36. d
Answer 3
37. c 46. c
38. c 47. d
39. b 48. b
40. a 49. b
41. c 50. d
42. d 51. b
43. a 52. c
44. b 53. c
45. d 54. a
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Answer 4
a. 1. Lazy L’s rights are superior to those of the un­
recorded first mortgagee. Lazy L purchased the 
property without constructive knowledge (via 
recordation) or actual knowledge of the adverse 
mortgagee’s interest; hence, Lazy L takes the 
property free of the mortgage.
2. Lazy L has a serious problem. It is a trespasser 
and, as such, must either cure the problem or 
respond in damages. The owner of the rear ad­
joining property can insist upon removal of the 
five encroaching motel units.
By taking an exception to the ownership of 
the back two feet of the property, the title com­
pany has precluded any claim of liability on its 
title search or title insurance.
Depending on the type of deed received by 
Lazy L, its best recourse is to proceed against the 
seller.
3. Ace has a paramount interest in the personal 
property subject to its security agreement. 
Having duly filed the agreement, the Uniform 
Commercial Code protects Ace against sales to 
third parties such as Lazy L. Furthermore, Lazy 
L does not have any claim against the title com­
pany because a special search of personal- 
property defects was not requested. Notwith­
standing, Lazy L would have rights against the 
seller in that it failed to disclose the personal- 
property security interest of Ace.
b. 1. Reynolds had no right to withhold rent in the
amount of repairs. Covenants by lessor and 
lessee are deemed independent unless it is clear 
that the parties intended the contrary. How­
ever, if the breach were sufficiently serious, it 
might furnish the basis for a claim of construc­
tive eviction. This does not seem to be the case 
on the facts.
2. (a) Central Savings has no right to evict the
tenants. When the lease preceded the mort­
gage, the tenant’s term is not affected by 
the later mortgage absent an agreement by 
the tenant to the contrary.
(b) Signor is a sublessee and, as such, a tenant 
of Reynolds. Absent a provision in the lease 
prohibiting the sublease, Reynolds com­
mitted no breach by the subletting, and the 
sublessee, as a tenant of the sublessor, has 
no direct obligations to the lessor.
Answer 5
a. National’s most likely theory of recovery would be 
based on Jones’ negligence (see discussion in the fol­
lowing paragraph). Actual fraud, constructive fraud, 
or gross negligence on the accountant’s part would not 
appear to be present. Therefore, National must 
establish that it has the status of a third-party benefi­
ciary in that Jones knew that financial statements 
were needed to obtain the National loan and were 
prim arily prepared for such purpose. As such, 
National may be able to overcome the privity problem 
which normally bans recovery. (It might be noted that 
privity in other areas of law is rapidly diminishing as a 
bar to recovery by injured third parties.)
In addition, if National is to prevail, it must 
further establish that it retained its third-party- 
beneficiary relationship to the contract between Jones 
and Dee after Jones reported to Dee that he would 
have to disclaim an opinion on any financial state­
ments prepared from Dee’s deficient accounting re­
cords. Undoubtedly Jones could have precluded re­
covery by National had he notified the bank that his 
contractual relationship with Dee had changed and 
that his report would disclaim an opinion because 
Dee’s financial statements would be unaudited and be 
prepared for internal use only. However, under pre­
vailing contracts law, a creditor beneficiary’s rights 
cannot be altered if the third-party beneficiary acted 
in reliance. Notwithstanding, it could be argued that 
Jones’ first contract was rescinded and a second con­
tract created involving only Jones and Dee. This 
argument would seem tenuous. If the terms of the two 
engagements (contracts) were in writing, this would be 
an important evidentiary factor in proving National’s 
third-party-beneficiary status.
Other factors to be considered as possible de­
fenses against liability on Jones’ part would include
( 1) the fraudulent act of the president in removing 
Jones’ report from the financial statements and his 
subsequent deceptive representations to National and
(2) , whether National has a reasonable basis for relying 
on financial statements typed on Jones’ stationery 
with Jones’ report missing.
If National were successful in asserting its stand­
ing as a third-party beneficiary to the contract 
between Jones and Dee, there is evidence of negli­
gence by Jones in the deficiencies of his report. Jones’ 
report is deficient in that he failed to (1) mark each 
page of the financial statements “unaudited — for 
internal use only” and (2) disclose that the inventory 
as reported had been estimated by management rather 
than having been determined in accordance with gen­
erally accepted accounting principles. This should 
have been disclosed in the body of his report.
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It is possible that his report was further deficient 
in that many unaudited reports prepared for the 
internal use of a client do not include all disclosures 
that might be required for fair presentation in con­
formity with generally accepted accounting principles. 
If this were the case, Jones should have included a 
statement in his report explaining that the statements 
did not include all disclosures required for a fair pre­
sentation in conformity with generally accepted ac­
counting principles.
Should National succeed in its suit, the extent of 
Jones’ liability would be limited to the loss suffered 
by National, but his liability could conceivably 
include losses attributable to the earlier loan if 
National could establish that it would have called the 
loan had it had the information known to Jones, but 
not disclosed in the financial statements or in his 
report. It is important to note that if National 
succeeded in its suit, Jones could succeed in a suit 
against Dee and its president for the fraudulent act of 
the president and his subsequent deceptive represen­
tations.
b. 1. Registration requirements are based upon the 
requirements of the Securities Act of 1933 
which prohibits sales of, or offers to sell, securi­
ties to the public in interstate commerce made 
by issuers and underwriters unless the securities 
are registered with the Securities and Exchange 
Commission. The sale to Kelly of $500,000 of 
convertible debentures would be a sale in inter­
state commerce, but it would undoubtedly 
qualify as a private placement and thus be 
exempt from registration. Kelly, a sophisticated 
investor with a thorough knowledge of the com­
pany’s affairs, would not be deemed to be a 
member of the “public” under the Act; i.e., the 
sale to Kelly would not be considered a “public” 
offering or sale. The test used is whether the 
buyer needs the protection afforded by the dis­
closure required in the registration process. Not­
withstanding, if Kelly acquired the debentures 
with a view to resell to the public and did so, he 
would be an underwriter and subject to the regis­
tration requirements. Further, if Lux knew of 
Kelly’s intention to resell, Lux would be an is­
suer and subject to the registration requirements.
2. The sale of $500,000 of common stock to local 
businessmen and other local investors would 
probably constitute a sale to the public, but the 
sale might be exempt from registration if in­
strumentalities of interstate commerce were not 
used. Under the proper circumstances, the sale 
might be exempt from registration as a private 
placement (as described under b .1. above), but 
this appears less likely.
The Act provides an exemption from regis­
tration where the security is offered and sold 
only to the residents of a single state in which 
the corporate issuer is incorporated and doing 
business. If the exemption is available, the regis­
tration and prospectus requirements of the Act 
are not applicable. However, the exemption 
applies only if the requirements are strictly met. 
Good faith reliance on representations as to 
residence are not sufficient to avoid loss of the 
exemption as to the entire issue if any portion is 
sold to a nonresident. Resale of portions of the 
issue to nonresidents shortly after the sale can 
raise a question as to whether the entire issue did 
actually come to rest in the hands of investors 
resident in the single state.
3. The borrowing of the $500,000 on the note 
would be exempt from registration. The Act pro­
vides an exemption for a number of types of 
securities based upon various policy reasons. In 
the case of commercial paper, reasons such as 
common sense, convenience, and necessity dic­
tate an exemption where the paper arose out of a 
current transaction and has a maturity not 
exceeding nine months. Under these circum­
stances this would undoubtedly also qualify as a 
private placement rather than being an offer or 
sale in interstate commerce.
c. The Securities Exchange Act of 1934 affords Howard, 
the seller, a private right in a civil action. This is true 
even though neither the corporation nor “insiders” 
engaged in market transactions. Howard’s action 
would seek recovery of his loss in reliance upon false 
and misleading information without alleging gain to 
the disseminator of the information. Howard would 
be successful because the requirements are met; i.e., 
the president used the telephone and financial papers 
(instrumentalities of interstate commerce) to make a
  known false statement of a material fact which 
Howard relied on in connection with his sale. Cur­
rently, the cases and administrative interpretations 
do not require that there be privity between the 
seller and the source of the statement. Further, it is 
possible that a class action could be brought against 
those involved.
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Answer 6
a. 1. Amber had actual authority to carry on major
management duties in connection with the farm 
and would be deemed to have had apparent 
authority to purchase normal farming supplies. 
Supplee could reasonably believe that Amber, as 
farm manager, could contract for the fertilizer as 
well as the seed. The fact that the contract was 
in the amount of $600, or in excess of Amber’s 
actual authority, would not permit Plover to 
avoid liability thereon because this would also 
reasonably appear to be within the scope of 
Amber’s apparent authority.
2. Plover is probably liable to Naybor for the 
damage to Naybor’s fence as a result of Mans’ 
negligence. Amber had authority to hire em­
ployees to help operate the farm, and Plover 
w ould be responsible for the act of his 
employee-agent acting within the scope of his 
employment.
3. Although Plover was an undisclosed principal, it 
has the right to enforce the contract made by its 
agent within the scope of the agent’s authority.
4. The fact that Plover was an undisclosed principal 
gives it no right to avoid a contract made by its 
agent for the principal within the scope of the 
agent’s authority.
5. The tenant, having made payment to Amber, is 
not liable to Plover. Plover, the principal, did not 
give the tenant notice that Amber’s authority 
had been terminated. The tenant, having paid the 
rent to Amber on prior occasions and without 
notice of any lack of authority on the part of 
Amber to make the collection, is protected 
under the apparent authority doctrine, and pay­
ment to the agent is deemed effective payment 
to the principal.
b. 1. Tenney had the right to rely upon the apparent
authority of Alder. He therefore has an action 
for breach of contract if Partridge refuses to per­
form and, in an appropriate case, a right to 
specific performance.
2. (a) Alder is subject to liability to Partridge for
any damages resulting to Partridge as a re­
sult of the agreement with Tenney.
(b) Alder is not entitled to the commission 
specified in the contract because his agency 
was terminated. However, Partridge is sub­
ject to liability for damages to Alder for 
breach of his agreement with Alder in ter­
minating Alder’s rights under the agency 
agreement, and the relative claims may be 
offset against each other in an action be­
tween them.
c. 1. The three partners would share the profit equally 
in the absence of an agreement to the contrary 
despite the fact that capital contributions were 
unequal.
2. As a partner by estoppel, Dell would be held 
liable to Fricke on the obligation because Dell 
actively held himself out as a partner. He cannot 
be so held by others who knew that he was not a 
partner. In spite of the fact that he shared in 
profits and absent a finding of partnership by 
estoppel, Dell would not incur partnership liabil­
ity by virtue of his sharing in profits. While a
■ sharing in profits is evidence of partnership, the 
Uniform Partnership Act provides that no such 
inference of partnership shall be drawn if such 
profits were received in payment as wages of an 
employee.
3. The wholesaler can hold the firm to the contract 
unless the wholesaler knew of the restriction on 
Balk’s authority. Balk was acting within his 
apparent authority as an agent of the partnership 
in carrying on a normal activity. If the whole­
saler knew of the restriction, the firm would not 
be bound.
4. Under the Uniform Partnership Act, a person ad­
mitted as a partner into an existing partnership is 
liable for all the obligations of the partnership 
arising before his admission as though he had 
been a partner when such obligations were 
incurred, but this liability may only be satisfied 
out of partnership property, and his liability is 
limited, therefore, to his share of the partnership 
property.
5. On the facts given, it seems quite unlikely that 
the partnership would be liable if the maker of 
the note defaults. While every partner is an agent 
of the partnership for the purpose of its business, 
a partner’s act that is not for carrying on the
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partnership’s business in the usual way does not 
bind the partnership unless authorized by the 
other partners. Of course, if they had authorized 
the action, or ratified it, the partnership would 
be bound. The fact that Clee may have incurred 
personal liability does not create a partnership 
obligation.
6. Whether Sweeney obtained good title depends 
on the circumstances. Where the title to real 
property of a partnership is in the name of one of 
the partners, a purchaser for value and in good 
faith, receiving a conveyance from the partner 
with record title, obtains the interest of the part­
nership, provided he had no knowledge of the 
partnership interest.
Answer 7
a. 1. Yes. The Uniform Commercial Code clearly rec­
ognizes the validity of a security interest in 
inventory supplied by a manufacturer, such as 
Monolith. This type of arrangement was pre­
viously known as “trust receipts financing.” The 
Code has simplified the requirements for perfec­
tion of a security interest in inventory against 
the other creditors of the purchaser-debtor 
(Wilber Force). Title is irrelevant and the descrip­
tion is sufficient if it “reasonably identifies what 
is described.” Thus, having filed in the appro­
priate jurisdictions, Monolith has a perfected 
security interest in the ever-changing inventory it 
supplies to Wilber Force.
2. Yes. The Code also recognizes the validity of a 
perfected security interest in the proceeds from 
the sale of inventory covered by a filed financing 
statement. This is so whether the financing state­
ment does or does not specifically include pro­
ceeds. Therefore, Monolith’s security interest 
includes proceeds such as chattel paper.
3. No. Where a purchaser (Double Discount) of 
chattel paper and nonnegotiable notes gives new
value (i.e., pays for the paper) and takes posses­
sion of the paper in the ordinary course of its 
business, as was the case here, it has a claim 
which is superior to that of the inventory finan­
cier (Monolith). This result attains here even 
though Monolith’s financing statement includes 
proceeds. Furthermore, the Code provides that 
the purchaser of the paper retains his priority 
over the inventory financier even though he 
knew that the specific paper was subject to a 
security interest. Hence, Monolith has no rights 
against Double Discount.
b. 1. Yes. The Uniform Commercial Code provides for 
a perfected security interest in a secured party, 
such as Dodson, upon obtaining possession. 
Filing is not required. Thus, Dodson obtained a 
perfected security interest at the time of the re­
possession which continues so long as possession 
is retained. In essence, the Code recognizes the 
perfection of a security interest in the goods in 
question either by filing or possession.
2. No. Dodson’s security interest in the repossessed 
goods is valid against the claim of the trustee in 
bankruptcy. The trustee will undoubtedly try to 
defeat Dodson’s status as a secured creditor via 
the voidable preference doctrine. However, 
where the security interest has been perfected 
prior to four months from the time of the filing 
of the bankruptcy petition, it is not voidable.
3. No. Since the guarantee by Excelsior’s owners 
was not supported by consideration on Dodson’s 
part, it cannot be enforced. The guarantee, 
according to the facts, covered goods already 
delivered to Excelsior on a credit basis. Hence, 
the guarantee of purchases already consummated, 
as distinguished from new purchases on credit, 
lacks the requisite consideration by the owners 
of Excelsior on the surety obligation to Dodson. 
Past consideration is no consideration. Thus, 
since Dodson had already extended credit to 
Excelsior, it was providing no new consideration 
for the subsequent guarantee.
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A C CO UNTING  TH EO RY  
(T heory o f  A ccounts)
May 10, 1974; 1:30 to 5:00 P.M.
Answer 1 Answer 2
1. b 11. d 21. d 31. b
2. b 12. d 22. d 32. b
3. c 13. c 23. a 33. d
4. a 14. b 24. c 34. c
5. c 15. c 25. c 35. c
6. b 16. c 26. b 36. c
7. b  17. a 27. c 37. c
8. d 18. a 28. c 38. c
9. b 19. c 29. c 39. c
10. b 20. d 30. b 40. d
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Answer 3
a. 1. When the debt instrument and the option to 
acquire common stock are inseparable, as in the 
case of convertible bonds, the entire proceeds of 
the bond issue should be allocated to the debt 
and the related premium or discount accounts.
When the debt and the warrants are sepa­
rable, the proceeds of their sale should be allo­
cated between them. The basis of allocation is 
their relative fair values. As a practical matter, 
these relative values are usually determined by 
reference to the price at which the respective 
instruments are traded in the open market. Thus, 
if the debt alone would bring six times as much 
as would the stock purchase warrants, if sold 
separately, one-seventh of the total proceeds 
should be apportioned to the warrants and six- 
sevenths to the debt securities. That portion of 
the proceeds assigned to the warrants should be 
accounted for as paid-in capital. The result may 
be that the debt is issued at a reduced premium 
or at a discount.
2. In the case of convertible debt there are two 
principal reasons why all the proceeds should be 
ascribed to the debt. First, the option is insepa­
rable from the debt. The investor in such securi­
ties has two mutually exclusive choices: He may 
be a creditor and later receive cash for his se­
curity; or, he may give up his right as a creditor 
and become a stockholder. There is no way to 
retain one right while selling the other. Second, 
the valuation of the conversion option or the 
debt security without the conversion option pre­
sents practical problems. For example, in the 
absence of separate transferability, no separate 
market values are established and the only values 
which could be assigned to each would be sub­
jective.
Separability of the debt and the warrants 
and the establishment of a market value for each 
results in an objective basis for allocating pro­
ceeds to the two different equities — creditors’ 
and stockholders’ — involved.
3. Arguments have been advanced that accounting 
for convertible debt should be the same as for 
debt issued with detachable stock purchase war­
rants. Convertible debt has features of debt and 
stockholders’ equity, and separate recognition 
should be given to those characteristics at the 
time of issuance. Difficulties encountered in 
separating the relative values of the features are 
not insurmountable and, in any case, should not 
result in a solution which ignores the problem. In 
effect, the company is selling a debt instrument 
and a call on its stock. Coexistence of the two
features in one instrument is no reason why each 
cannot receive its proper accounting recognition. 
The practical difficulties of estimation of the 
relative values may be overcome with reliable 
professional advice. Allocation is a well recog­
nized accounting technique and could be applied 
in this case once reliable estimates of the relative 
values are known. If the convertible feature was 
added in order to sell the security at an accept­
able price, the value of the convertible option is 
obviously material and recognition is essential. 
The question of whether or not the purchaser 
will exercise his option is not relevant to reflect­
ing the separate elements at the time of issuance.
b. Debit Credit
Cash $6,680,000
Discount on notes
payable 1,320,000
Notes payable $6,000,000
Paid-in capital (option
to buy common stock) 2,000,000
To record issuance of notes at 22% discount with 
options to buy 400,000 shares of the company’s no­
par common stock at a price of $5 a share below the 
current market value. Debt matures in ten years in 
equal annual installments of $600,000, and options, if 
not exercised, lapse as notes mature.
Answer 4
a. In view of the different research projects and goals, a 
type of job-order cost accounting would be appro­
priate. Labor and material costs associated with each 
project should be accounted for separately. The 
administrative costs associated with R & D such as the 
salary of the full-time director of research, salaries of 
some of his staff, and the laboratory costs should be 
apportioned to projects in much the same manner as 
factory overhead is allocated in a manufacturing 
operation.
In theory, when individual projects are com­
pleted it should be determined whether or not they 
may reasonably be expected to have future benefits 
for the company. Those which are expected to have 
benefits extending beyond the close of the fiscal 
period in which they were completed should be capi­
talized as assets. Depending on the nature of the 
future benefit, those capitalized may be carried for­
ward as patents, secret processes, or deferred R & D 
costs. Those which are not expected to have future 
benefits extending beyond the close of the fiscal 
period in which they were completed should be 
expensed.
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Some accountants distinguish between continu­
ing research programs and substantial development 
projects. The former are considered business-preserv­
ing costs and are expensed as incurred because of the 
difficulty in demonstrating a direct relationship to 
specific future revenue either by accounting periods, 
contracts, or products. The costs of substantial devel­
opment projects are deferred if the costs can reason­
ably be expected to benefit specific future periods, 
contracts, or products. Periodic formal evaluations of 
these projects should be undertaken with a view to­
ward writing off costs which exceed expected revenue 
less completion and selling costs. The matching of 
costs with related revenues overrides other consider­
ations in this latter case because material costs are 
incurred on a project which has a reasonable probabil­
ity of success and a high likelihood of future benefits.
The need to amortize the costs of capitalized 
projects entails both a determination of the rate of 
amortization and a classification of the expense 
charge. (As discussed in the preceding paragraph, some 
accountants take the position that the criterion for 
deferral is that only costs of significant projects are 
allocable to future periods, contracts, or products, and 
demonstration of this relationship is the criterion for 
allocation to those periods, contracts, or products.) 
Where the outcome has been the securing of a new 
patent, the maximum period of amortization would 
not exceed 17 years and may be shorter if the patent 
is expected to benefit a lesser period. If the project is 
associated with improved production processes, amor­
tization would have an impact on the financial state­
ments as increased overhead, higher inventory costs, 
and higher costs of goods sold. Amortization of costs 
of some successful projects could result directly in an 
increase in expense accounts as in the case where R & 
D was more associated with the promotion of the 
product than with its production.
b. To the extent that Edwards’ R & D program has pro­
duced future benefits the costs of which should have 
been capitalized, these have gone unreflected as assets 
and have instead been shown as overstated expenses. 
Such assets as finished goods, work in process, 
patents, deferred charges, and possibly others may 
have been understated as a result of the failure to 
capitalize any R & D costs. To. the extent that assets 
have been understated, retained earnings also have 
been understated. As to the income statement, ex­
penses in total have been overstated to the same 
extent that assets are understated. It is more difficult 
to determine the extent to which various expenses 
(such as cost of goods sold) are misstated because 
there is no indication of the manner in which the R & 
D costs were charged off as incurred.
If the R & D costs should have been capitalized, 
the statement of changes in financial position has been 
incorrect in a number of respects. In view of the fact
that net income (ordinarily the first item on the state­
ment) has been understated, the source of cash or 
working capital has been correspondingly understated. 
Because the amortization of capitalized R & D costs 
might result in noncash or nonworking capital charges 
which should be added back to net income and since 
no such amortization could have occurred, this impact 
on net income is not shown. While these two items 
could be self-canceling (income understatements and 
add-backs for amortization), it is possible that this 
would not be the case because some of the effects of 
amortization might instead be reflected in inventories. 
Further, to the extent that R & D costs should have 
been capitalized, the statement of changes in financial 
position has failed to report this usage of resources.
c. Most of the difficulties in accounting properly for R & 
D costs relate to uncertainty and the fact that at the 
time the costs are being incurred it is difficult to 
determine which costs or in what proportion any 
given cost will result in future benefits. Continuing 
research programs, undertaken to maintain a competi­
tive position and to achieve future growth, are in­
volved in many projects at the same time and often 
achieve a relatively stable, although often immaterial, 
percentage of successful projects. There may be long 
delays between decisions to commit funds and effects 
on revenues. Future benefits are usually uncertain, 
diffuse and unquantifiable. This creates a matching 
problem because of the difficulty in associating 
benefits from specific research with revenues of a 
given period. It is possible that there may have been 
relatively minor deficiencies in the income statement 
as a result of Edwards’ accounting policy with respect 
to R & D; that is, the overall effect of capitalizing 
successful R & D project costs, then amortizing them, 
would probably not yield materially different in­
come-statement results than the procedure followed. 
Recognizing these costs as expenses in the period in­
curred is an arbitrary allocation, but other allocation 
methods are equally arbitrary and would make uni­
formity of practice considerably more difficult to 
achieve. It is questionable whether the added effort 
and expense of accounting for R & D costs in accord­
ance with a more theoretically ideal method would be 
worthwhile considering the small added refinement 
and the degree of uncertainty involved.
There is an implication that if the successful R & 
D projects are capitalized, Edwards’ management will 
then be able to predict just how long such success can 
be expected to continue and at what rate it will 
expire. In the high-technology industry in which 
Edwards operates, such prescience on the part of any­
one is unlikely. Hindsight may dictate a large number 
of adjustments in the rates of amortization and a few 
sudden write-offs of capitalized R & D projects result­
ing in an erratic net income that is no more accurate 
than that reported under the present method.
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When LIFO is applied to units of product, the 
total inventory value is determined by pricing 
individual items within the inventory. This forms 
the base layer of the LIFO inventory. When 
there is an increase in the number of any given 
unit in the inventory at the end of a period, it is 
theoretically consistent to value the increase as if 
it occurred as early in the period as possible. In 
other words, if the volume of the first purchase 
of the period exceeds the amount of increase in 
units, the increase is added to the beginning in­
ventory priced at the unit cost of the first pur­
chase. If the size of the increase exceeds the 
volume of the first purchase, then the entire cost 
of the first purchase plus sufficient units priced 
at the unit cost from the next purchase would be 
used, etc. In practice, however, the increase is 
sometimes priced at either the most recent pur­
chase cost or at the average cost for the year. 
However priced, the increased units represent a 
new layer of the inventory. Decreases in inven­
tory quantities are removed from the inventory 
layers in the reverse order of additions.
The dollar-value method as applied to a retail 
LIFO inventory and to LIFO units of product 
utilizes a number of procedures in common. At 
the time of adoption of either application, inven­
tory consists of a base pool (or group of pools) 
to which is assigned a dollar value that is an 
inherent element of all subsequent inventory 
amounts, unless a reduction below the original 
inventory level is sustained. An important ele­
ment of establishing the pool is segmentation of 
the inventory into appropriate classes or homo­
geneous groupings (i.e., similar markups or goods 
sold to the same type of customer for the same 
general purpose). It is also essential to compute 
or ascertain an index value of relevant prices at 
the time these applications are adopted. Sub­
sequent increments or increases above the basic 
inventory level are valued through the use of 
related price-index values. The base-year price 
index is used in comparison with the current 
price index prevailing when the inventory 
increase occurs to determine how much of an 
apparent change is solely due to price changes 
and how much represents an actual change in the 
volume of the inventory. Volume increases (new 
layers) are then added to the basic inventory at 
price levels actually prevailing when the physical 
increases took place. If a decrease should occur 
in a later period after there has been a succession 
of increases above the basic inventory, the most 
recent layers added are the first layers presumed 
to have been sold or consumed.
b. The pool concept of the dollar-value LIFO applica­
tions discussed above makes it unnecessary to match 
opening and closing quantities of individual items, 
thereby simplifying recordkeeping. This advantage is 
limited by the necessity to maintain appropriate 
classes of inventory within the particular pool, but 
this is less cumbersome than accounting for individual 
items of inventory. Under these applications, changes 
in the specific types of goods making up a particular 
inventory classification do not affect total inventory 
pricing unless such changes result in an increase in 
ending inventory priced at base-year prices. Thus, con­
tinuous substitution of new elements of inventory 
may have little or no effect on the total inventory 
amount. This is in some contrast with what would 
occur under a LIFO system maintained strictly on a 
unit basis where the new units would come into inven­
tory at substantially higher values when prices were 
rising.
c. The advantage usually cited for the LIFO method and 
its applications is that it does match current costs 
against current revenues. Stated another way, its 
usage, when prices are rising, results in the highest 
costs being matched against current revenue; converse­
ly, when prices are falling, the lowest costs are 
matched against current revenue. This minimizes rec­
ognition of profits or losses from mere fluctuations in 
the value of inventories which an entity must continue 
to hold if it is to remain a going concern. A second 
advantage of the method is that it provides a better 
measure of disposable income. Under other methods 
which, given parallel conditions, would show higher 
amounts of ending inventory and hence correspond­
ingly higher amounts of income, the income is not as 
good an indication of the amount that is disposable. 
Additional investment (perhaps from retained earn­
ings) in inventory must be made if the same quantity 
is to be maintained on hand. A third advantage of the 
method is that in conditions of rising prices it tends to 
give lower inventory valuations. In the event these 
valuations are accepted for property-tax-valuation pur­
poses there would be an attendant tax saving.
  The principal disadvantage concerns the valua­
tion of the inventory for balance-sheet purposes. As 
more time elapses from the date of adoption of the 
method, the value reflected on the balance sheet 
grows more out-of-date. This would mean that if 
prices changed much over the interval from the date 
of adoption to the date of the current balance sheet, 
the balance-sheet value would be somewhat meaning­
less. Further, LIFO permits a deferral in recognition 
of gains or losses from the holding of inventories when 
prices of specific goods are changing at rates different 
than the rate of prices generally. This has also been 
criticized as a secret reserve.
Some object to LIFO because it seldom accords 
with the physical flow of goods. This can be coun-
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tered by noting that it is said to represent a flow of 
costs, not a physical flow, but the inconsistency is still 
there and does not rest easily with some theorists.
The company to company differences in pricing 
of various layers, because of differences in the tim­
ing of adding those layers, may cause significant 
distortions of comparability even among LIFO com­
panies.
It is possible to manipulate net income to some 
degree under LIFO simply by refraining from buying 
or by resorting to heavy buying near the end of an 
accounting period. Under other flow methods this is 
not possible and such actions would be reflected 
simply as inventory variations rather than as variations 
in cost of goods sold.
In the event inventories are reduced below the 
level when LIFO was adopted, assuming substantial 
intervening price rises, the long-term cumulative 
benefit of having been under such a method can be 
wiped out in a single period. Ancient costs would be 
matched against current revenues and highly distorted 
results would ensue.
While some see the matching of current costs 
against current revenues as a major advantage of 
LIFO, others contend that this is a means of achieving 
an artificial smoothing of income.
Answer 6
a. Dividends on outstanding preferred stock must be sub­
tracted from net income or added to net loss for the 
period before computing EPS on the common shares. 
This generalization will be modified by the various 
features and different requirements preferred stock 
may have with respect to dividends. Thus, if preferred 
stock is cumulative, it is necessary to subtract its cur­
rent dividend requirements from net income (or to 
add them to net loss) in order to arrive at the amount 
into which to divide outstanding common shares to 
compute EPS on the latter. This must be done regard­
less of whether or not the preferred dividends were 
actually declared. Where the preferred shares are non- 
cumulative, only preferred dividends actually declared 
during the current period need be subtracted from net 
income (or added to net loss) to arrive at the amount 
to be used in EPS calculations.
In case the preferred shares are convertible into 
common stock, when assuming conversion, dividend 
requirements on the preferred shares are not deducted 
from net income. This applies when testing for 
potential dilution to determine whether or not the 
diluted EPS figures for the period are lower than pri­
mary EPS figures. Diluted EPS figures are reported if 
they are lower by 3% or more than the primary EPS 
figures; if the degree of dilution is less than 3%, 
diluted figures are not reported.
It is possible for preferred stock to be a common 
stock equivalent. A common stock equivalent is a 
security which is not, in form, a common stock but 
which contains provision to enable its holder to be­
come a common stockholder and which, because of 
the terms and circumstances under which it was 
issued, is in substance equivalent to a common stock. 
The basic test for convertible preferred shares is 
applied when the shares are first issued. If at that time 
the cash yield (dividend rate) of the convertible pre­
ferred shares is less than two-thirds of the then-current 
bank prime interest rate, they should be considered 
common stock equivalents. Common stock equiva­
lents are added to common shares outstanding to 
determine primary EPS. If preferred shares are ac­
corded this treatment, their dividends are not sub­
tracted from income for EPS calculation purposes.
b: 1. When options and warrants to buy common
stock are outstanding and their exercise price 
(i.e., proceeds the corporation would derive from 
issuance of common stock pursuant to the war­
rants and options) is less than the average price 
at which the company could acquire its out­
standing shares as treasury stock, the treasury- 
stock method is generally applicable. In these 
circumstances, existence of the options and 
warrants would be dilutive. However, if the exer­
cise price of options and warrants exceeded the 
average price of the common stock, the cash pro­
ceeds from their assumed exercise would provide 
for repurchasing more common shares than were 
issued when the warrants were exercised, thereby 
reducing the number of shares outstanding. In 
these circumstances assumed exercise of the war­
rants would be antidilutive, so exercise would 
not be presumed for purposes of computing 
primary EPS.
2. The application of the treasury-stock method is 
modified if the number of common shares issu­
able upon the exercise of warrants and options 
exceeds 20% of the number of common shares 
outstanding at the end of the period. The appli­
cable procedure in such event is to assume that 
all warrants and options have been exercised and 
the aggregate proceeds therefrom are applied in 
two steps. First, funds are applied to repurchase 
outstanding common shares at the average 
market price during the period (treasury-stock 
method) but not to exceed 20% of the outstand­
ing shares. Next, the balance of funds are applied 
to reduce any short-term or long-term borrow­
ings and any remaining funds are assumed to be 
invested in United States government securities 
or commercial paper, with appropriate recogni­
tion of any income tax effects.
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c. 1. Convertible debentures are common stock equiv­
alents when at the time of their issuance their 
cash yield rate of interest (or lowest scheduled 
rate in the first five years thereafter) is less than 
two-thirds of the then-current bank prime in­
terest rate. If their conversion would have a 
dilutive effect, then for purposes of calculating 
primary EPS, their interest (less tax effect) is 
added to net income as the numerator of the 
EPS calculation while the number of shares re­
sulting from their assumed conversion is added 
to the denominator portion of the EPS calcu­
lation.
2. In case convertible debentures are not treated as 
common stock equivalents (therefore, are not 
treated as having been converted for purposes of 
calculating primary EPS) they might still be ac­
corded the treatment of conversion for purposes 
of calculating fully diluted EPS figures. For this 
to happen, other elements would also have to 
enter into the fully diluted EPS calculations in 
conjunction with convertible debentures and the 
convertible debentures would have had to be 
issued at an original interest rate of more than 
two-thirds the prime interest rate. In arriving at 
the calculation of fully diluted EPS figures where 
convertible debentures are assumed to be con­
verted, their interest (less tax effect) is added 
back to net income as the numerator element of 
the EPS calculation while the number of shares 
of common stock into which they would be con­
vertible is added to the shares outstanding to 
arrive at the denominator element of the cal­
culation.
penses and the business has neither earnings nor 
a loss.  
5. The margin of safety is the excess of actual or 
budgeted sales over sales at the break-even point. 
Expressed another way, the margin of safety 
reveals the amount by which sales could decrease 
before losses occur.
6. Sales mix is the composition of total sales 
broken down among various products, product 
mix, or product lines; it is the relative combina­
tion of the quantities of the variety of company 
products that compose total sales.
b. Assumptions which underlie cost-volume-earnings 
analysis include the following:
1. Costs can be classified as either fixed or variable.
2. Variable costs change at a linear rate.
3. Fixed costs remain unchanged over the relevant 
range of the break-even chart.
4. Selling prices do not change as the physical sales 
volume changes.
5. There is only a single product; or, if there are 
multiple products, the sales mix remains con­
stant.
6. Productive efficiency does not change.
7. There is synchronization between sales and pro­
duction; i.e., inventories are either kept constant 
or are zero.
8. Volume is the only relevant factor affecting 
costs.
9. There is a relevant range of validity for all of the 
other underlying assumptions and concepts.
c. Basic formula:
Answer 7
a. 1. Fixed costs are those which remain unchanged, 
over short time periods at least, regardless of 
changes in physical volume (sales or production 
volume).
2. Variable costs are those costs that vary in direct 
ratio (proportionately) to changes in physical 
volume.
3. The relevant range establishes the limits within 
which the volume of activity can vary and the 
sales and cost relationships remain valid. It is 
usually a range in which the entity has had some 
recent experience.
4. The break-even point is the level of sales volume 
(assuming sales volume is equal to production 
volume) where total revenues equal total ex­
1.
2.
Break-even sales
$540,000 + 0
1 -
= Fixed Costs + Earnings
1 -  Variable Costs 
Corresponding Sales
$1,400,000
$2,000,000
= $1,800,000 (9,000 units
@ $200)
$540,000 + $96,000 
1- $1,400,000
$2,000,000
= $2,120,000 (10,600 
units @ $200)
3. $558,000 + 0
1- $1,400,000
$2,000,000
= $1,860,000 (9,300 units
@ $200)
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ACCO UNTING  PRACTICE —  PART I
November 6, 1974; 1:30 to 6:00 P.M.
Answer 1 Answer 2
1. a 9. c 17. b 26. c
2. d 10. a 18. d 27. c
3. a 11. b 19. a 28. a
4. b 12. a 20. c 29. b
5. a 13. a 21. c 30. a
6. c 14. d 22. b 31. b
7. b 15. b 23. b 32. c
8. c 16. a 24. a
25. c
33. d
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Answer  3
a. David Construction, Inc.
PROJECTED INCOME STATEMENTS
For the Years Ended December 31
1975 1976
Revenue $2,000,000 $1,500,000
Construction costs 1,720,000 1,300,000
Gross profit 280,000 200,000
General and administrative
expenses 44,000 43,500
Income before tax 236,000 156,500
Income tax (40%) 94,400 62,600
Net income $ 141,600 $ 93,900
Disbursements:
Construction
612,400 261,900 357,000
611,100 833,000 386,750
30,500 38,750 18,250
— 700,000 —
65,000 — 94,400
— — 110,000
1,319,000 1,833,650 966,400
(147,000) (110,650) (137,050)
220,000 190,000 210,000
$ 73,000 $ 79,350 $ 72,950
$ 220,000 $ 410,000 $620,000
Computation o f  General and 
Administrative Expenses
Schedule o f  Disbursements for Construction Costs 
(Not Required)
(Not Required)
Let X = fixed portion per year, per contract 
Let Y = variable portion
Compute by simultaneous equations:
X + $ 1,350,000Y = $27,250
minus X + l,180,000Y= 24,700
Equals $ 170,000Y = $  2,550
Y = 1.5% of cash collected 
X = $7,000 per year, per contract
For 1975 (Contract A):
$2,000,000 x 1.5% + $14,000 (2 years) = $44,000
1974 1975 1976
Estimated construc­
tion costs
Percentage cash ex­
pense (net of de­
preciation)
Cash disbursement 
30% (paid follow­
ing year)
70% (paid cur­
rent year)
$970,000 $1,400,000 $650,000
90% 85% 85%
873,000 1,190,000 552,500
-261,900 -357,000 -165,750
$611,100 $ 833,000 $386,750
Schedule o f  Disbursements for General 
and Administrative Expenses
For 1976 (Contract B): (N o t Required)
$1,500,000 x 1.5% + $21,000 (3 years) = $43,500
1974 1975 1976
b. David Construction, Inc. Cash collected 
Variable percent­
age*
Variable portion 
Fixed portion** 
Total general and
administrative 
* See part a.
$1,100,000 $1,650,000 $750,000
CASH BUDGETS
For the Years Ended December 31 1.5% 1.5% 1.5%
16,500 24,750 11,250
1974 1975 1976 14,000** 14,000** 7,000**
Beginning cash $ 72,000 $ 73,000 $ 79,350 $ 30,500 $ 38,750 $ 18,250
Collections 1,100,000 1,650,000 750,000
Total 1,172,000 1,723,000 829,350 ** Two contracts in 1974 and 1975. One contract in 1976.
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Answer 4
a.   Helper Corporation
STATEMENT OF COST OF GOODS MANUFACTURED
For the Year Ended December 31, 1973
Direct material used $ 370,000
Direct labor 360,000
Factory overhead applied 270,000
Total manufacturing cost added during 1973 1,000,000
Plus beginning work-in-process inventory 120,000
Manufacturing costs to account for 1,120,000
Less ending work-in-process inventory 150,000
Cost of goods manufactured $ 970,000
Supporting Computations
Factory overhead applied:  
27% x total manufacturing cost (27% x $1,000,000)
Direct labor:
75% of direct labor equals $270,000 so direct labor was 
$360,000 ($270,000÷  75%)
Work-in-process inventories:
Let X = ending work-in-process inventory
$1,000,000 + .8X -  X = $970,000
X= $150,000 
.8X= $120,000
Direct material used equals total manufacturing cost less 
direct labor and factory overhead applied ($1,000,000 — 
[$360,000 + $270,000]).
b. Poole, Inc.
SCHEDULE OF EQUIVALENT POUNDS
For the Month Ended October 31, 1974
Department A
Physical Flow (pounds) Equivalent Pounds
Conversion
Material Costs
Beginning work-in-process inventory 8,000 (3/4)
Started during month 50,000
Total 58,000
Deduct normal spoilage 2,500
Pounds to be accounted for 55,500
Completed:
From beginning inventory 8,000 — 2,000
Started during month 38,500 38,500 38,500
Ending work-in-process inventory 9,000(1/3) 9,000 3,000
Pounds accounted for 55,500
Equivalent pounds over which costs are to
be allocated 47,500 43,500
Explanation o f  Schedule o f  Equivalent Pounds 
(Not Required)
Department A
Pounds started and completed during October (38,500) equal pounds transferred out (46,500) less beginning inventory com­
pleted in October (8,000).
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Department B 
Physical Flow (pounds) Equivalent Pounds
Transferred in Material
Conversion
Costs
Beginning work-in-process inventory 10,000 (3/10)
Department B material added 44,500
Transferred in 46,500
Pounds to be accounted for 101,000
Completed:
From beginning inventory 10,000 — — 7,000
Department B material added
to beginning inventory 10,000 — 10,000 10,000
Started during month 34,500 34,500 — 34,500
Department B material added
to pounds started 34,500 — 34,500 34,500
Ending work-in-process inventory 12,000(1/5) 12,000 — 2,400
Pounds accounted for 101,000
Equivalent pounds over which
costs are to be allocated 46,500 44,500 88,400
Explanation o f  Schedule o f  Equivalent Pounds
(Not Required)
Department B
Pounds transferred in (46,500) equal amount transferred out of Department A. Pounds started and completed during October 
(34,500) equal total equivalent pounds of material added in Department B (44,500) less beginning inventory completed in October 
(10,000).
c.1. Schedules to Allocate Joint Cost Gamma
Between Alpha and Gamma Sales value (40,000 pounds x $12)
Less processing (Department Three)
$480,000
165,000
Alpha Approximate sales value at split-off
Sales value (46,200 pounds x $5) $231,000 point $315,000
(19,800 pounds x $1.20) $23,760
Less selling expenses (Beta) 8,100
Net realizable value (Beta) 15,660 Allocation Allocated
Total sales value 246,660 Value Percentage Joint Cost Joint Cost
Less additional costs:
Processing (Department Two) 38,000 Alpha $185,000 37% $120,000 $ 44,400
Processing (Department Four) 23,660 61,660 Gamma 315,000 63 120,000 75,600
Approximate sales value at split-
off point $185,000 $500,000 100% $120,000
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Diagram o f  Flow o f  Pounds
(Not Required)
$23,660
$ 38,000
(4) 46,200 pounds
$120,000
(2) 66,000 pounds
19,800 pounds
(1) 110,000 pounds
$165,000 Gamma
(3) 44,000 pounds
—4,000 pounds lost 
40,000 pounds
Alpha
Beta
2.
Computation o f  Pounds o f  Gamma Lost
(Not Required)
Let X = Good Output 
44,000 —.1X =X  
40,000 = X
Statement o f  Gross Margin for Alpha
Sales (38,400 pounds x $5) 
Production costs:
Allocated joint cost 
Department Two 
Department Four
Gross cost of production 
Less net realizable value of
Beta
Net cost of production 
Less ending inventory 
Cost of goods sold 
Gross margin
$192,000
$102,000
38,000
23,660
163,660
15,900
147,760
29,552
118,208
$73,792
Net realizable value of Beta equals the revenue from Beta 
($24,000) less its related selling expenses ($8,100). Ending 
inventory equals the net cost of production ($147,760) 
times 20%.
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Answer 5
a.
b.
Computation o f  Amount Due for Fire Loss
Furniture and Office
Fixtures Building
Insurance policy A A B
Fair market value of the property
before fire $150,000 $700,000 $700,000
Less: fair market value of the
property after fire 20,000 420,000 420,000
Fire loss $130,000 $280,000 $280,000
Face of insurance policy $108,000 $360,000 $140,000
Co-insurance requirement 80% 80% 80%
Co-insurance formula $117,000 $180,000. $ 70,000
Due from insurance company $108,000 $180,000 $ 70,000
Amount due from insurance company is lowest of the 
fire loss, face of policy, or co-insurance formula.
Co-insurance formula is as follows:
Face of policy 4- (80% times fair market value of
property before fire) times the fire loss.
$108,000÷  ($150,000 x .8 )x  $130,000= $117,000 
$360,000 ÷ ($700,000 x.8) x $280,000 = $180,000 
$140,000 ÷ ($700,000 x.8) x $280,000 = $ 70,000
Computations for Fixed Asset and 
 Depreciation Schedule
(1) $ 65,000. Allocated in proportion to ap­
p ra ised  values (7 2 /9 0 0  x 
$812,500).
Allocated in proportion to ap­
praised values (828/900 x 
$812,500).
Cost less salvage ($747,500 — 
$47,500) divided by annual de­
preciation ($14,000).
Same as prior year since it is 
straight-line depreciation.
[Number of shares (3,000) times 
fair value ($25)] plus demo­
lition cost of existing building 
($10,400).
No depreciation before use.
Fair market value.
Cost ($16,000) times percentage
(15%).
Cost ($16,000) less prior year’s de­
p rec ia tio n  ($ 2 ,4 0 0 ) equals 
$13 ,600 . M ultiply $13,600 
times 15%.
(10) $ 99,000. Total cost ($110,000) less repairs 
and maintenance ($11,000).
Cost less salvage ($99,000 — 
$5,500) times 10/55.
Cost less salvage ($99,000 — 
$5,500) times 9/55 times one- 
third of a year.
[Annual payment ($4,000) times 
present value of annuity at 8% 
for 10 years (6.71)] plus down 
payment ($4,000). This can be 
computed from an annuity due 
table since the payments are at 
the beginning of each year. To 
convert from an annuity in 
arrears to an annuity due factor, 
proceed as follows: For eleven 
payments use the present value 
in arrears for 10 years (6.710) 
plus 1.00. Multiply this factor 
(7.710) times $4,000 annual 
payment.
Cost ($30,840) divided by esti­
mated life (15 years).
(11) $ 17,000.
(2) $747,500.
(12) $ 5,100.
(3) Fifty
years. (13) $ 30,840.
(4) $ 14,000.
(5)
(6)
(7)
(8)
(9)
$ 85,400.
None.
$ 16,000.
$ 2,400.
$ 2,040.
(14) $ 2,056.
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Answer 1 Answer 2
1. c 9. a 17. d 26. b
2. b 10. c 18. d 27. d
3. c 11. d 19. d 28. b
4. b 12. d 20. d 29. a
5. b 13. b 21. c 30. a
6. a 14. b 22. c 31. b
7. a 15. d 23. d 32. a
8. d 16. a 24. a
25. b
33. c
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Answer 3
a. Investor Corporation
SCHEDULES OF COST OF GOODS SOLD
For the First Quarter Ended September 3 0 , 1974
b.1 . Grand Department Store, Inc.
A Single Department
SCHEDULE OF ENDING INVENTORY
October 31, 1974
A t Cost A t Retail
First-in,
First-out
Last-in,
First-out
Weighted
Average Inventory, October 1, 1974 
Purchases
$ 20,000 
100,151
$ 30,000 
146,495
$ 40,000 $ 40,000 $ 40,000 Freight-in 5,100 —  
135,350 135,350 135,350 Purchase returns (2,100) (2,800)
Additional markups — 2,500
175,350 175,350 175,350 Markup cancellations - (265)
59,600 56,800 58,450 Available for sale $123,151 175,930
$115,750 $118,550 $116,900
Schedules Computing Ending Inventory
  $123,151 =70%_Ratio: $175,930
Units Markdowns (net) (800)
Normal spoilage and breakage (4,500)
10,000 Sales (135,730)
32,000 Inventory, October 31, 1974
42,000 (Retail) $ 34,900
28,000 Inventory, October 31, 1974
14,000 at lower of cost or market 
(estimated):
Unit computation is the same $34,900 x 70% $ 24,430
for all three assumptions.
First-in, First-out
12,000 at $4.25 = $51,000
2,000 at 4.30 = 8,600
14,000 $59,600
Last-in, First-out
10,000 at $4.00 = $40,000
4,000 at 4.20 = 16,800
14,000 $56,800
Weighted Average
14,000 at $4,175 = $58,450
Cost of goods available for sale ($175,350) 
divided by units available for sale (42,000) 
equals weighted-average cost.
2. The difference between the inventory estimate per retail 
method and the amount per physical count may be 
due to:
(l)Theft losses (shoplifting or pilferage).
(2) Spoilage or breakage above normal.
(3) Differences in cost/retail ratio for purchases during the 
month, beginning inventory, and ending inventory.
(4) M arkups on goods available for sale inconsistent 
between cost of goods sold and ending inventory.
(5) A wide variety of merchandise with varying cost/retail 
ratios.
(6) Incorrect reporting of markdowns, additional markups 
or cancellations.
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Answer 4 Schedule 2
George Brand Computation o f  Depreciation Recapture Under
COMPUTATION OF ADJUSTED GROSS INCOME
For the Calendar Year 1973
Section 1245 Federal Income Tax Return -  Supplemental 
Schedule o f  Gains and Losses — Form 4797
Profit from business (Schedule 1) $47,400 Selling price $42,000
Depreciation recapture (Schedule 2) 15,000 Cost (Schedule 2A) $34,300
Capital loss (Schedule 3) (1,000) Accumulated depreciation 15,000
Dividend income ($400 — $100 exclusion) 300 Book value (adjusted basis) 19,300
Adjusted Gross Income $61,700 Total gain
Section 1245 ordinary income (de­
preciation taken)
Section 1231 gain (To Schedule 3)
22,700
Schedule 1 15,000
$ 7,700
Profit from Business 
Federal Income Tax Return Schedule C
Schedule 2A
Sales ($422,500 + $40,300 -  $43,000) $419,800
Less costs of goods sold: Computation o f  Cost o f  Machine Sold
Beginning inventory $ 72,000
Plus purchases ($281,300 Purchases of machinery and 
equipment during 1973
Less:
Unrecognized gain on invol­
untary conversion
Cost of machine destroyed 
by fire
Net increase in machinery 
and equipment account 
balance during 1973
Cost of machine sold during
1973
+ $31,700 -  $32,500) 280,500 $79,300
Cost of goods available for
sale 352,500
Less ending inventory 76,000 $ 4,500
Cost of goods sold 276,500
Gross profit 143,300 33,000
Less expenses:
Interest 1,400
Other business expenses 64,000 7,500 45,000
Depreciation (Schedule 1A) 30,500
Total expenses 95,900 $34,300
Net profit $ 47,400
Schedule 1A Schedule 3
Computation o f  1973 Depreciation Expense Capital Gains and (Losses)
Federal Income Tax Return Schedule D
Increase in accumulated depreciation ac­
count during 1973 $ 5,500 Section 1231 gain becomes a long-term
Add: capital gain (from Schedule 2)
Depreciation accumulated on milling 
machine sold during 1973
Depreciation accumulated on machine 
destroyed by fire in 1973; original 
cost ($33,000) — book value 
($23,000)
Depreciation expense taken in 1973
Long-term capital gain $7,700
15,000 Less long-term capital loss carryover (5,950)
Net long-term capital gain 1,750
Less short-term capital loss 1973 (4,050)
Net capital loss 1973 $(2,300)
10,000
$30,500 Maximum deductible in 1973 $(1,000)
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Accounting Practice —  Part II
Explanations o f  Adjustments for Pooling o f  Interests
(Part a)
1) To capitalize amortized portion of Blue Corporation’s 
market research costs charged to expense during 1974.
2) To remove general expenses from current assets and 
charge them to retained earnings (profit and loss).
3) To record exchange of 400,000 shares of previously un­
issued common stock and 100,000 shares of treasury 
stock by Ace Corporation for all the outstanding 
common stock of Blue Corporation.
Description o f  Business Combination Procedures 
for Pooling o f  Interests
Explanations o f  Adjustments for Purchase
(Part b)
1) To remove general expenses from current assets and 
charge them to retained earnings (profit and loss).
2) To record Ace Corporation’s purchase of the assets and 
liabilities of Blue Corporation for $3,100,000 cash and 
the issuance of $16,900,000 of debentures at par.
Description o f  Business Combination Procedures 
for Purchase
(Not Required)
Adjust for capitalizing market research costs for Blue 
Corporation (total cost less 20% representing current year’s 
amortization).
Eliminate the general expenses from current assets and 
from retained earnings and deduct them from combined net 
income.
Show retirement of treasury stock by either entry as 
follows:
Common stock Common stock
Paid-in capital or Retained earnings
Treasury stock Treasury stock
The first of these entries is part of entry 3 on the 
worksheet.
Use book values for both corporations.
Combine retained earnings.
Include income for both companies for the entire year.
(Not Required)
Set up market research costs at fair value.
Eliminate the general expenses from current assets and
from retained earnings and deduct them from net income. 
Use fair value for Blue Corporation (fair value of Ace
Corporation is irrelevant).
Include stockholders’ equity of only Ace Corporation. 
Include income of only Ace Corporation.
Do not amortize goodwill since the purchase was at the
end of the year.
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November 7, 1974; 8:30 A.M. to 12:00 M.
Answer 1 Answer 2
1. a 14. d 26. b 39
2. a 15. c 27. d 40
3. d 16. a 28. d 41
4. b 17. b 29. c 42,
5. c 18. a 30. a 43.
6. a 19. a 31. d 44
7. c 20. d 32. d 45
8. d 21. c 33. c 46
9. d 22. d 34. a 47
10. c 23. a 35. a 48.
11. d 24. b 36. d 49
12. c 25. b 37. b 50
13. d 38. c
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Answer 3
a. Consignments out.
1. Obtain from the client a complete list of all con­
signees together with copies of the consignment 
contracts.
2. Evaluate the contract provisions with consignees 
relative to the following areas:
(a) Payment of freight and other handling 
charges.
(b) Extension of credit.
(c) Rates and computation of commissions to 
consignees.
(d) Frequency and contents of reports and re­
mittances received from consignees.
b Finished merchandise in public warehouses pledged as 
collateral for outstanding debt.
1. Determine that goods pledged to obtain funds 
are covered by warehouse receipts. The examina­
tion of warehouse receipts alone is not a suf­
ficient verification of goods stored in public 
warehouses, since such receipts may be in 
negotiable or nonnegotiable form. Goods repre­
sented by negotiable warehouse receipts may be 
released only upon surrender of the receipts to 
the warehousemen for cancellation or indorse­
ment, whereas goods represented by nonnego­
tiable receipts may be released upon valid in­
structions without the need for surrender of the 
receipts.
3. Discuss with the client any variations found in 
the contracts which do not seem justified by the 
circumstances.
4. Following review of the consignment contracts, 
communicate directly with the consignees to 
obtain complete information in writing on 
merchandise remaining unsold, receivables result­
ing from sales, unremitted proceeds, and accrued 
expenses and commissions, which should be re­
conciled with the client’s records for the period 
covered by the engagement.
5. If circumstances warrant, visit the premises of 
selected consignees to observe that the goods 
consigned are segregated from other merchan­
dise, and test check the physical inventory of 
goods on consignment to the client’s records.
6. Determine that merchandise on consignment 
with consignees is valued on the same basis as 
merchandise on hand, and included as part of the 
inventory. Ascertain that any arbitrary mark-ons 
are deducted and that shipping and related 
charges for the transfer of merchandise to the 
consignees are reflected as part of the inventory.
7. Ascertain that quantities of goods in the hands 
of consignees at the close of the period under 
audit appear in the balance sheet and are sepa­
rately designated as “Merchandise on Consign­
ment.”
8. Ascertain that merchandise on consignment is 
properly covered by insurance policies.
2. Request direct confirmation in writing from the 
warehouses in which the merchandise is held.
3. Make supplementary inquiries to establish the 
existence, independence, and financial responsi­
bility of the warehouses holding the client’s 
merchandise and to determine that the ware­
houses are bonded. Refer to a business directory 
to verify the existence of the warehouses. If any 
reason for doubt exists, visit the warehouses, 
accompanied by a representative of the client, to 
observe a physical inventory of the client’s mer­
chandise and to determine that the merchandise 
is properly segregated and identified.
4. Review the loan agreements collateralized by 
warehouse receipts. These agreements usually 
provide for certain payments to be made by the 
borrower as pledged goods are sold.
5. Since pledged merchandise cannot be used to 
obtain further credit, determine that the related 
merchandise accounts are divided into the 
pledged and unpledged categories on the client’s 
balance sheet at year end.
6. Loans made against goods pledged are normally 
made in amounts less than the value of the 
underlying merchandise. Confirm the terms of 
the client’s agreements with the lenders, and 
satisfy yourself that the conditions contained in 
the agreements are being followed by the client.
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7. Review bank confirmations to ascertain whether 
merchandise has been pledged to secure bank 
loans.
8. Examine the client’s insurance policies for in­
dorsements making losses payable to a third 
party, which would indicate liens on inventory.
9. Examine replies to requests for confirmation of 
notes payable for possible evidence of liens.
10. Question the client’s management about the 
possible existence of liens, and include manage­
ment’s oral representations as part of the repre­
sentation letter obtained from the client.
11. Satisfy yourself that the terms of the arrange­
ments dealing with the portion of the inventory 
pledged by the client to secure liabilities are 
adequately disclosed in the client’s financial 
statements.
Answer 4
Item No. Audit Procedures
Required Disclosure 
and Reasons
1. Goods “in-transit” would be detected in the course of 
the auditor’s review of the year-end “cut-off” of pur­
chases. The auditor would examine receiving reports 
and purchase invoices to make certain that the 
liability to suppliers had been recorded for all goods 
included in inventory, and that all goods for which 
the client was liable at year end were recorded in 
inventory.
The receipt of the goods provides additional evidence 
with respect to conditions that existed at the date of 
the balance sheet and hence the financial statements 
should be adjusted to take into account such addi­
tional information.
2. Settlements of litigation would be revealed by re­
questing from the company’s legal counsel a descrip­
tion and evaluation of any litigation, impending litiga­
tion, claims, and contingent liabilities of which he has 
knowledge that existed at the date of the balance 
sheet being reported upon, together with a descrip­
tion and evaluation of any additional matters of a like 
nature which come to his attention up to the date the 
information is furnished. A review of cash disburse­
ments for the period between the balance sheet date 
and completion of field work may also reveal 
evidence of the settlement.
Settlements of litigation would require an adjustment 
of the financial statements since the events that gave 
rise to the litigation had taken place prior to the 
balance-sheet date.
3. The purchase would normally be revealed in general 
conversations with the client and would further be 
detected by reading the minutes of meetings of stock­
holders, directors, and appropriate committees. In 
addition, because the amount paid is likely to be un­
usually large in relation to other cash disbursements, 
a review of cash disbursements for the period 
between the balance sheet date and completion of 
field work is likely to reveal such an extraordinary 
transaction. Moreover, because a purchase of a 
business usually requires a formal purchase agree­
ment, the letter from the firm’s legal counsel would 
probably have revealed the purchase.
The purchase of a new business is not an event that 
provides evidence with respect to conditions existing 
at the balance-sheet date; hence, it does not require 
adjustment in the financial statements. However, such 
an event would normally be of such importance that 
disclosure of it is required to keep the financial state­
ments from being misleading. If the acquisition is 
significant enough, it might be advisable to supple­
ment the historical statements with pro forma state­
ments indicating the financial results if the two firms 
had been consolidated for the year ending December 
31, 1973. Otherwise, disclosure in footnotes to the 
financial statements would be adequate. Occasionally, 
a situation of this type may have such a material 
impact on the entity that the auditor may wish to 
include in his report an explanatory paragraph direct­
ing the reader’s attention to the event and its effect.
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Item No. Audit Procedures
Required Disclosure 
and Reasons
4. Inventory losses attributable to a flood would be 
brought to the auditor’s attention through inquiries 
and discussions with corporate officers and execu­
tives. Moreover, the auditor would know the 
location of the plants and warehouses of his client 
and upon becoming aware of any major floods in 
such a location, he would investigate to determine if 
his client’s facilities had suffered any damage.
5. The sale of bonds or other securities would require a 
filing with the SEC in which the auditor would pre­
sumably be involved. In addition, the sale would be 
revealed by his reading of the minutes of directors’ 
and finance committee’s meetings, by corresponding 
with the client’s attorneys and by examining the cash 
receipts books in the period subsequent to the 
balance-sheet date for evidence of unusually large 
receipts.
Losses attributable to floods subsequent to the 
balance-sheet date do not provide information with 
respect to conditions that existed at the balance-sheet 
date; hence, adjustment in the financial statements is 
not required. However, because the losses are material 
they should be revealed in footnotes to the financial 
statements. Occasionally, a situation of this type may 
have such a material impact on the entity that the 
auditor may wish to include in his report an explana­
tory paragraph directing the reader’s attention to the 
event and its effect.
Sales of bonds or capital stock are transactions of the 
type that do not provide information with respect to 
conditions that existed at the balance-sheet date; 
hence, adjustment of the financial statements is not 
required. However, such sales may be of sufficient 
importance to require footnote disclosure. Occasion­
ally, a situation of this type may have such a material 
impact on the entity that the auditor may wish to 
include in his report an explanatory paragraph direct­
ing the reader’s attention to the event and its effect.
Answer 5
a. The objective of auditing a sample of transactions 
from a large-volume population, such as all cash 
receipts transactions, is to determine whether the pur­
ported controls are actually operative in detecting and 
providing for subsequent correction of errors.
The objective audit of a sample of transactions 
to test compliance with duties, procedures, authoriza­
tions, and mathematical accuracy cannot be omitted 
for any set of transactions that might have a material 
impact on financial statement account balances. The 
auditing standard of due care is not met by complete 
reliance on a subjective review while failing to perform 
objective tests. (In testing compliance, the auditor 
may wish to consider using statistical sampling which 
would allow an evaluation of the error rate at an 
acceptable confidence level.)
Some samples of transactions from large-volume 
populations may be selected in order to audit directly 
an account balance. Examples are fixed asset additions 
and expense payments. The auditing objective in this 
case is to gather sufficient competent evidence to 
assess the authenticity and the fair presentation of the 
account balance. Another objective, although second­
ary, is to confirm prior conclusions about the reli­
ability of the internal control system. The audit 
sample to test the bona fides of an account balance 
may therefore be viewed as a “dual purpose” test.
b. The audit of various types of transactions by tracing a 
single transaction of each type through all stages of 
the accounting system is a useful means of completing 
the preliminary evidence-gathering work in connection 
with a proper study and evaluation of the existing 
system of internal control in accordance with the 
second standard of field work. Prior to this one-item 
audit, the auditor will have conducted his review of 
the internal control system as it exists on paper and in 
the perceptions of client personnel. The auditor may 
use an internal control questionnaire, a narrative de­
scription of the system, or he may construct a flow­
chart description of the system. Whatever means he 
uses, the information (evidence) will pertain to 
questions and answers about proper segregation of 
transaction-initiating authority, record-keeping duties, 
and custodial duties; about the data processing system 
of controls, authorizations, and record procedures; 
about the practices followed in the performance of 
accounting duties; and about the apparent qualities of 
personnel.
It is following this preliminary question-and- 
answer work, and in connection with writing a narra­
tive description or drawing a flowchart, that an exam­
ination of a single transaction will be helpful. Even if 
the client’s internal control looks credible on paper 
and although there may be an indication of poten­
tially adequate operative control, the auditor should 
ascertain that he is not dealing with a situation that
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exists only on paper. Thus a sample of one transaction 
“walked through” the purported system will give the 
auditor opportunity to ascertain the existence of 
ledgers, journals, documents, assets, liabilities, and 
establish that the procedures described earlier are 
known and followed by the personnel who are respon­
sible to perform them.
The “sample of one” is the essence of the “test 
deck” procedure for auditing data processing in an 
EDP system. In this case the process is believed to be 
uniform (programmed) and the auditor needs to try 
out one of each kind of transaction data combination 
in order to test the adequacy of the programmed 
controls.
The evidence and familiarity with the client’s 
business gained by questions and answers, by the 
“walk-through,” and by application of the test deck 
procedure may also reveal information suitable for 
formal recommendations to management for improve­
ments of any system inefficiencies or weaknesses. This 
type of investigation may enable the auditor to 
provide additional services to his client.
Answer 6
1. Write-up work and preparation of financial statements 
are normally an engagement for an accounting service 
and not an audit of the financial statements. It is 
important that the client understand this distinction 
and more important that there be a clear understand­
ing between the client and the CPA of the nature of 
each engagement.
Verbal commitments, such as a telephone con­
versation, can often be misunderstood and therefore 
should be followed up with an engagement letter 
which spells out the terms, nature, and limitations of 
the services to be performed. A copy of this letter 
should be signed by the client to acknowledge his 
agreement, understanding, and approval of the scope 
of the engagement and returned to the CPA.
2. Even a regular audit engagement cannot be relied 
upon to disclose defalcations and in an engagement 
for unaudited financial statements the CPA has no 
responsibility to apply any auditing procedures. How­
ever, as a professional, the CPA does have a responsi­
bility to exercise due care in carrying out his engage­
ments, to apply professional judgment in the prepara­
tion of financial statements, and to bring to the 
client’s attention any unusual or suspicious matters he 
notes during his work.
In a typical situation of principal and agent, a 
third party may rely on an agent’s representations. To 
avoid misunderstandings in this situation, the CPA 
should have a clear understanding and written state­
ment from his client (the businessman) that the CPA 
may rely on information and representations from the 
independent agent.
3. The word “audit” should be avoided in non-audit 
engagements. The CPA should persuade his client to 
change the account title to “accounting services,” and 
should be certain his client understands the difference 
between an accounting service and an engagement to 
examine the financial statements in accordance with 
generally accepted auditing standards.
4. Using language in a covering letter such as “ . .  .which 
we have reviewed.” can imply that an examination of 
some type was made and the CPA may find that he 
has assumed more responsibility than he intended. A 
short, concise disclaimer of opinion should always 
accompany unaudited financial statements with which 
the CPA is associated and each page should be clearly 
and conspicuously marked as unaudited. If a separate 
covering letter is used it should contain no language 
that would expand upon the simple disclaimer of 
opinion. The recommended disclaimer in Statement 
on Auditing Standards No. 1 is as follows:
“The accompanying balance sheet of 
X Company as of December 31, 19xx, and 
the related statements of income and 
retained earnings and changes in financial 
position for the year then ended were not 
audited by us and accordingly we do not 
express an opinion on them.”
5. While the CPA does not have a responsibility to per­
form any auditing procedures in an unaudited engage­
ment, he does have a responsibility to perform all 
services he undertakes in a professional capacity with 
reasonable skill and care.
The fact that he was reviewing invoices only to 
determine account classification and the missing 
invoices did not affect the total financial statements 
does not eliminate his responsibility to bring to the 
client’s attention any potential problem areas. He 
should have advised the client of the missing invoices
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and suggested that the client follow up on this matter 
or, if the client so desired, the CPA could pursue it 
further as an additional accounting service.
6. By definition, unaudited financial statements have not 
been audited by the CPA and he cannot be expected 
to have an opinion as to whether they are prepared in 
co n fo rm ity  with generally accepted accounting 
principles. However, he does have a responsibility to 
complete the unaudited engagement in a professional 
manner, and if he concludes on the basis of facts 
known to him that the unaudited financial statements 
are not in conformity with generally accepted ac­
counting principles, he should insist upon appropriate 
revisions.
In this situation the land and building should be 
adjusted to historial cost less depreciation. If the CPA 
cannot persuade his client to adjust the land and 
building, he should set forth clearly in his disclaimer 
of opinion the departure from generally accepted ac­
counting principles and the effect, if known to him, 
on the financial statements. Further, if the client 
refuses to accept the CPA’s disclaimer of opinion with 
his reservations clearly set forth, the CPA should 
refuse to be associated with the financial statements 
and formally withdraw from the engagement.
7. The CPA must issue a disclaimer of opinion on the 
client’s unaudited financial statements since, by assist­
ing in their preparation, he has become associated 
with them. Additionally, if the client cannot be per­
suaded to add the footnote disclosures recommended 
by the CPA, the disclaimer of opinion should set forth 
clearly this departure from generally accepted ac­
counting principles.
If the statements are only for internal use by the 
client the footnote disclosures may not be necessary, 
but then the CPA must add to his disclaimer a sen­
tence that the financial statements are restricted to 
internal use by the client and therefore do not neces­
sarily include all disclosures that might be required for 
a fair presentation in conformity with generally 
accepted accounting principles.
If the client refuses to accept the CPA’s dis­
claimer of opinion with his reservations clearly set 
forth, the CPA should refuse to be associated with the 
financial statements and formally withdraw from the 
engagement.
Answer 7
a. (1) Timecards
(2) Prepare batch-control slips
(3) Batch-control slips (the numbers 1 and 2 should
  be added to indicate first and second copy)
(4) Time cards
(5) Keypunch
(6) Batch-control slip (the number 1 should be 
added to indicate first copy)
(7) Time cards
(8) By batch
(9) Payroll transaction cards
(10) Sort by employee number within batch
(11) Master employee file
(12) Edit and compare batch total hours and number 
of employees
(13) Batch listing and exception report
(14) Batch total card
(15) Payroll transaction cards
(16) Exceptions noted:
•  Unbalanced batch
•  Invalid employee number
(17) Resolve differences
b. Advantages of a flowchart:
1. It insures a more comprehensive survey since in­
complete information is more evident when it is 
being recorded on flowcharts.
2. It is readily tailored to a specific client system.
3. It enables the system to be more quickly under­
stood by the audit staff since the information is 
presented in a concise, graphic manner which is 
easy to comprehend and visualize.
4. It creates more interest on the part of the audit 
staff because they can better appreciate the 
functioning of the system and hence the reasons 
for tests.
5. It produces more valuable and realistic recom­
mendations to clients on internal controls and 
system efficiency because of increased awareness 
of accounting systems, relationships, and docu­
ment flows.
6. It emphasizes those areas of the internal control 
system (and related accounts) which require 
more or less attention and therefore assists in 
better use of audit time.
7. It increases client goodwill because new audit 
staff members usually require less time for 
system orientation, and interference with the 
client’s staff is kept to a minimum.
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BU SIN ESS LAW
(Commercial Law)
November 8, 1974; 8:30 A.M. to 12:00 M.
Answer 1 Answer 2
1. b 9. b 17. d 25. b
2. a 10. b 18. b 26. d
3. d 11. b 19. a 27. c
4. c 12. b 20. b 28. c
5. b 13. d 21. a 29. c
6. d 14. b 22. b 30. c
7. a 15. d 23. a 31. c
8. b 16. d 24. d 32. d
Answer 3
33. d 41. c
34. c 42. b
35. c 43. a
36. d 44. b
37. d 45. d
38. c 46. d
39. a 47. c
40. b 48. d
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Answer 4
a. Franklin Novelties is not liable to Major Toy. Al­
though Franklin made a valid offer to sell velocipedes 
to Major Toy, Major Toy’s acceptance varied the 
terms of the offer and was made expressly conditional 
upon Franklin’s making delivery not later than 
November 1, 1974. Such a purported acceptance is no 
acceptance. Instead, it constitutes a rejection and a 
counter offer by Major Toy. In other words, the 
original offer is terminated and a new offer has been 
made by the original offeree, Major Toy. The counter 
offer must in turn be accepted in order to create a 
contractual obligation. Since Franklin never re­
sponded and since silence would not here constitute 
acceptance, there is no contract. Furthermore, once 
an offer is rejected, it can no longer be revived by the 
party who rejected it. Major Toy’s attempt to revive 
the original offer has no legal merit.
b. Wyatt will have to pay the claims of the creditors of 
Flinko or hold all of the assets it purchased from 
Flinko for the benefit of its creditors.
The transaction in question is a bulk transfer 
(often referred to as a bulk sale) and is ineffective 
against any creditor of the seller (transferor) unless 
the buyer (transferee) requires the seller (transferor) 
to furnish a list of his existing creditors. Furthermore, 
the buyer (transferee) is required to give notice to any 
known creditors of the seller (transferor) ten days 
prior to taking possession of the goods or when it pays 
for them, whichever happens first.
Obviously, Wyatt has not fulfilled these require­
ments. Wyatt neither requested, much less obtained, a 
list nor did it give notice to Flinko’s creditors. There­
fore, it must suffer the consequences. Wyatt’s only 
recourse is to attempt to recover against the missing 
Meglo.
As recovery from Meglo is highly improbable, 
Wyatt has incurred a loss in the amount of the claims 
of Flinko’s creditors which must be recorded in the 
fiscal year ended June 30, 1974, creating a related 
liability of the same amount. The June 30, 1974, 
balance sheet should include any unpaid claims at that 
date. The loss should be reported in the income state­
ment, probably as an extraordinary item.
c. 1. WOMAC would have no rights against a retailer
unless it had an agreement with the retailer to
guarantee payment of the retailer’s customers,
i.e., a “recourse” type of financing arrangement. 
Without such an agreement, WOMAC assumes 
the risk of loss which will, of course, be reflected 
in the discount rate. If WOMAC and the retailers 
had an agreement establishing recourse financing, 
then the retailer is a surety and must perform 
accordingly.
2. WOMAC has a perfected security interest in the 
television set against the creditors or the trustee 
in bankruptcy of a retail purchaser. WOMAC has 
a purchase money security interest in the tele­
vision set, and this security interest is perfected 
without filing a financing statement because the 
purchase money security interest relates to con­
sumer goods.
The purchase money security interest arose 
by WOMAC having made an advance or incurred 
an obligation which gave value, to enable the 
debtor (purchaser) to acquire rights in or the use 
of the collateral. The value must in fact be so 
used, which it was by WOMAC’s having financed 
the purchase of the television set. The television 
set also falls within the definition of consumer 
goods (registered motor vehicles excepted) which 
are those used primarily for personal, family, or 
household purposes. Thus, the purchase money 
security interest is perfected without the neces­
sity of filing a financing statement.
3. WOMAC would have no rights against a bona 
fide purchaser because the protection of a per­
fected purchase money security interest, without 
the purchaser having filed a financing statement, 
is available only against creditors (or the trustee 
in bankruptcy who represents the creditors) of 
the original retail purchaser; it is not applicable 
to a bona fide purchaser from the original retail 
purchaser. Hence, such a purchaser will acquire 
the television set free of any security interest in 
the property.
WOMAC’s alternate plan is justified if the 
risk involved is based on a high probability that 
the original purchaser will become insolvent, 
rather than the original purchaser subsequently 
selling the television set.
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Answer 5
a. Carter, Wilson, and Whipple must insist that Devon 
disclose in its financial statements, or accompanying 
footnotes, all the pertinent facts regarding the loan 
arrangement with Carbal. If Devon refuses, the CPA 
firm should make the disclosure in its report and 
appropriately modify its opinion.
In light of recent court cases involving such 
arrangements, failure to disclose these facts would 
probably constitute a material omission and could 
result in liability to the firm under the Securities 
Exchange Act of 1934.
b. As executive vice president of Fesmore, Dilmore is an 
“insider” under the provisions of the Securities 
Exchange Act of 1934. In essence, the Act prohibits 
dealing in the securities of a corporation by “insiders” 
if the purchase and sale or sale and purchase occurs 
within a period of less than six months. Should any 
such transactions occur, the “short-swing profits” 
belong to the issuer—in this case Fesmore.
Dilmore has violated the proscriptions of the 
Act, and he must turn over his short-swing profits to 
Fesmore on the transactions involving both the 
15,000 shares and 5,000 shares. In each instance, the 
transactions occurred within less than six months. On 
the 15,000 shares, he purchased them at $24 per share 
and sold them at $40 per share; thus, he is responsible 
to Fesmore for his profit of $240,000 [(15,000 x 
$40) — (15,000 x $24)]. On the transactions involving 
5,000 shares, Dilmore is responsible to Fesmore for a 
“realized profit” of $25,000 resulting from his re­
purchase at $25 per share on October 2, 1974, after 
having sold for $30 per share on September 3, 1974. 
The Act makes Dilmore responsible for this “realized 
profit” despite the fact that he had an economic loss 
in this series of transactions.
If Dilmore fails to turn over these profits to 
Fesmore, either it or its stockholders can succeed in a 
suit to recover the profits for Fesmore.
c. 1. Multi-State has the standing to sue Barney.
Having settled the claim on the fidelity bond,
Multi-State is subrogated to the rights of Waldo.
2. An engagement to perform an ordinary examina­
tion of financial statements does not require the 
auditors to undertake special procedures to dis­
cover defalcations. Barney’s engagement letters 
covered this point specifically; hence, Barney
was responsible for performing its examinations 
in a careful and competent manner. If Barney’s 
examinations were performed in a careful and 
competent manner, it would not be liable even 
though the defalcations were not discovered.
3. Even if Barney had agreed to a special under­
taking regarding defalcations, it would appear 
that Zamp’s defalcations could not have been 
discovered in any event because of Zamp’s new, 
unique, and novel technique. Therefore, as long 
as Barney used due care in performing its special 
undertaking, Barney would not be liable. 
Auditors are not insurers in regard to defalca­
tions unless the contract is so worded as to 
create this type of strict liability.
Answer 6
a. Yes. The note in question is nonnegotiable because it 
is not payable to Magnum’s order or to bearer. As 
such, all defenses, including personal defenses, are 
assertable against the transferee, Third National. Third 
National is a mere assignee of Magnum’s rights on the 
note and contract and, therefore, is subject to all the 
defenses which Bilbo could assert against Magnum, 
including breach of warranty.
b. Marshall has no rights against Foremost or its own 
bank. Both qualify as holders in due course and will 
prevail against the personal defense of breach of 
warranty. The fact that the check was initially made 
payable to the order of Foremost, does not prevent 
Foremost from qualifying as a holder in due course if 
it gave value and took the check in good faith. An 
antecedent debt constitutes value, and there is no in­
dication of any facts which would establish a lack of 
good faith on Foremost’s part. The bank also qualifies 
as a holder in due course. The stop order is ineffective 
because it was initiated too late. Thus, Marshall’s only 
recourse is to proceed against Watts.
c. 1. No. To be valid commercial paper, the note must
meet the requirements of negotiability. While the 
information given indicates it met some of these 
elements, payable at a particular time, signed, in 
writing, payable to the order of a particular 
person, and a sum certain, it does not conform 
to the element requiring the paper to be un­
conditional. Since it was made “subject to satis-
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factory delivery of goods purchased,” it has a 
condition which would excuse payment under 
the circumstances.
2. No. If the note is not negotiable, any contract 
defense can be used to refuse payment. Lack of 
performance by the other party is a good con­
tract defense.
3. Yes. But for the note to be negotiable, it must be 
presumed that the condition placed on the note 
by the maker is nonexistent. Under these circum­
stances, if Acme Bank is a holder in due course it 
could collect, because a contract or personal 
defense such as nondelivery of goods is not avail­
able against a holder in due course. The bank 
seems to meet the elements of a holder in due 
course because it gave value ($9,800 debt 
credited), it was a holder of properly indorsed 
paper, and as far as can be determined from the 
facts, it acted in good faith, without knowledge 
of defenses or others’ claims at the time it took 
the note when it appeared to be a normal acqui­
sition of a note that was not overdue.
4. Yes. A holder in due course can sue the maker of 
the note, Hayes, or an unqualified indorser of 
the note such as Jones Fabricating, Inc., which 
has been given proper notice of dishonor. Since 
Jones had received notice o f  dishonor from the 
bank by the close of the business day following 
dishonor, it has been properly notified and is 
legally liable to pay the note.
Answer 7
a. 1. Lomax has no rights against Dunbar Corporation 
because its deed only contained a warranty 
which protected Lomax from claims resulting 
from the grantor’s (Dunbar’s) acts during its 
ownership. Since the problem involved a defect 
which arose prior to Dunbar’s obtaining title and 
was in no way the result of its actions, Dunbar is 
not liable for the loss.
2. Guaranty Indemnity Company is liable on its 
title insurance policy. It guaranteed the title of 
Lomax against any defects in title to which it did 
not take an exception. Clearly there was a defect 
present in the limitation on the use of the land.
T herefo re , Guaranty Indemnity must pay
Lomax, who it insured, for the loss which re­
sulted.
b. Governments in general have the power to condemn 
property via eminent domain for public use. Objec­
tions can be raised to the validity of a given con­
demnation. However, if the use is a proper one and 
there is a showing of need, it is difficult to persuade a 
court to deny the government’s right to obtain title 
via condemnation.
Assuming the county can condemn the property, 
this does not mean that they can do so without paying 
just compensation for the property. The condemna­
tion award should represent the fair market value of 
the property. The offer of $100,000 is not necessarily 
indicative of the actual worth of the property. In fact, 
the fair market value of the property may exceed the 
$150,000 at which it is recorded on Winkler’s books. 
This is supported by the fact that the company was 
willing to pay $150,000 for the property several years 
ago and is now willing to invest additional money to 
subdivide, advertise, etc. Nevertheless, establishing the 
fair market value is a question of fact. Where there is a 
dispute, it can only be resolved at a condemnation 
proceeding after a consideration of all the facts by a 
trial board.
The pending condemnation and related facts 
should, of course, be disclosed in Winkler’s financial 
statements, including the opinion of Winkler’s inde­
pendent counsel as to the probable outcome of the 
condemnation proceedings. Whether the carrying 
value of the land should be adjusted (creating a corre­
sponding loss) depends on an assessment of all the 
evidence regarding the pending condemnation and its 
probable outcome. There is insufficient evidence pre­
sented to reach a conclusion on this question.
c. Marvel will recover against the insurance company for 
the value of the insured property destroyed, i.e., the 
factory and warehouse.
The insurance company is undoubtedly asserting 
a lack of insurable interest on Marvel’s part in that 
legal title had not been transferred to it at the time of 
the fire. However where a purchaser, pursuant to a 
contract of sale of real property, takes possession of 
the premises prior to the closing, the risk of loss is his. 
Thus, the insurable interest requirement has been 
satisfied and Marvel may recover. It may also be 
argued that a valid insurable interest is created by the 
contract alone.
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ACCO UNTING  TH EO RY  
(T heory o f  A ccou n ts)
November 8, 1974; 1:30 to 5 :00 P.M.
Answer 1 Answer 2
1. d 11. c 20. c 30. d
2. a 12. d 21. d 31. a
3. b 13. d 22. d 32. c
4. c 14. a 23. d 33. d
5. a 15. b 24. a 34. c
6. d 16. d 25. c 35. a
7. a 17. a 26. c 36. d
8. b 18. a 27. b 37. c
9. b 19. b 28. c 38. b
10. d 29. a
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Answer 3
a. The primary criterion to be considered in ascertaining 
the appropriate classification of the investment is the 
intent of Hawkes’ management.
If management intends to treat the investment as a 
marketable security in the current-asset section of the 
balance sheet, its reasoning should be substantiated by 
one or more of the following: the invested cash is con­
sidered contingency funds, to be liquidated, whenever 
the need may arise; the investment was made from cash 
temporarily idle because of the seasonality of the busi­
ness; or the holding is of a speculative nature and will be 
liquidated as soon as appropriate.
The investment may be held for long-term pur­
poses indicating that it should be classified as a non- 
current asset in the investments caption because of 
one or more of the following reasons: the investment 
is held for dividend revenue; long-term appreciation of 
the market price of the stock is the motivating factor 
for holding the investment; or the investment is held 
for ownership-control purposes.
Although the intent of Hawkes’ management is a 
very important criterion, other criteria should also be 
considered in ascertaining the appropriate asset classi­
fication of the investment. For example, the degree of 
ownership dispersion of the remaining outstanding 
shares, average daily volume of shares traded, and the 
stability or volatility of the market price of the stock 
should be considered. If the stock is closely held (not 
publicly traded) there may be no market or a very 
limited market for the stock, indicating the invest­
ment probably should be classified as a noncurrent 
asset. Similar arguments could be presented indicating 
appropriate classification of the investment as non- 
current if the stock was traded infrequently in small 
lots.
Of the criteria discussed above no one criterion 
would necessarily be determinative, and any one 
might have varying degrees of significance in different 
cases. The presence or absence of specific criteria 
would be cumulative in effect for ascertaining the ap­
propriate asset classification of the investment in 
Hawkes’ balance sheet.
b. Increase
Account or
Name Decrease Reason for Change in Account Balance
Cash Increase Hawkes received $50,000 (25% of $200,000) of dividends paid by Diversified.
Investment in Di­
versified
Increase The Investment account should increase by $100,000 (25% of % of $800,000) for 
Hawkes’ equity in the reported earnings of Diversified and decrease by $50,000 for 
dividends received from Diversified, when applying the equity method of account­
ing for the investee company. Following the guides of APB Opinions, the equity 
method must be applied unless it can be demonstrated that Hawkes does not have 
the ability to exercise significant influence over Diversified.
Estimated income 
taxes payable
Increase This liability account should increase by the amount of estimated taxes to be paid 
on the taxable portion of dividends received from Diversified during the accounting 
period.
Deferred income 
taxes
Increase (or de­
crease, depend­
ing on its prior 
balance)
The deferred income taxes account will be credited for an indeterminate amount 
because only one-half of the earnings of Diversified was paid out as dividends 
during the fiscal year ended August 31, 1974. The difference between the taxable 
portion of Hawkes’ equity in Diversified’s earnings and its share of the taxable 
portion of Diversified’s dividends paid represents a timing difference for income tax 
purposes.
Retained earnings Increase Hawkes’ retained earnings will increase by the amount of its equity in the reported 
earnings of Diversified, less applicable income taxes.
Investment reve­
nue from in­
vestee
Increase Hawkes’ equity in Diversified’s earnings of the current accounting period, since 
acquisition, must be included in Hawkes’ earnings when accounting for the invest­
ment by the equity method.
Income taxes ex­
pense
Increase The appropriate amount of income taxes expense should be estimated and included 
on Hawkes’ earnings statement. The expense computation should be based on the 
taxable portion of Diversified’s earnings recognized by Hawkes. For reporting pur­
poses, that portion of the expense which is payable currently (based on the taxable 
portion of dividends received) must be disclosed separately from that portion which 
is deferred (based on the taxable portion of undistributed earnings).
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c. 1. The presumption that a pro rata portion of 
Diversified’s undistributed earnings will be trans­
ferred to Hawkes may be overcome, and no 
income taxes should be accrued by Hawkes, if 
sufficient evidence shows that Diversified has in­
vested or will invest the undistributed earnings 
indefinitely or that the earnings will be remitted 
in a tax-free liquidation.
Hawkes should have evidence of specific 
plans for reinvestment of the Diversified’s undis­
tributed earnings which demonstrate that remit­
tance of the earnings will be postponed indefi­
nitely. Experience of the companies and definite 
future programs of operations and remittances 
are examples of types of evidence required to 
substantiate Hawkes’ representation of indefinite 
postponement of remittances from Diversified.
2. Hawkes should disclose, as a minimum, the 
following information in notes to its financial 
statements:
•  A declaration of an intention to reinvest 
D iversified’s undistributed earnings to 
support the conclusion that remittance of 
those earnings has been indefinitely post­
poned, or a declaration that the undistri­
buted earnings will be remitted in a tax-free 
liquidation.
•  The cumulative pro rata amount of Diver­
sified’s undistributed earnings on which 
Hawkes has not recognized income taxes.
3. The nature of Diversified Insurance Company’s 
activities is sufficiently dissimilar to Hawkes’ to 
preclude the preparation of consolidated finan­
cial statements. Based on all other facts given it 
would have been appropriate to consolidate, but 
because of dissimilar activities consolidated 
financial statements should not be published. 
Therefore, Hawkes should include the invest­
ment, accounted for by the equity method, in its 
separate financial statements.
Answer 4
 
a. 1. Most merchandising concerns deal in finished 
products and would recognize revenue at the 
point of sale. This is often identified as the 
moment when title legally passes from seller to 
purchaser. At the point of sale there is an arm’s- 
length transaction to objectively measure the 
amount of revenue to be recognized. With 
accounting theory based heavily on objective 
measurement, it is logical that point-of-sale trans­
action revenue recognition would be used by, 
many firms, especially merchandising concerns.
Other advantages of point-of-sale timing for 
revenue recognition include the following:
•  It is a discernible event (as contrasted to 
the accretion concept).
•  The seller has completed his part of the 
bargain —  that is, the revenue has been 
earned with the passage of title when the 
goods are delivered.
•  Realization has occurred in the sense that 
cash or near-cash assets have been received 
—  there is some merit in holding that it is 
not earned revenue until cash or near-cash 
assets have been received.
•  The seller’s costs have been incurred with 
the result that net income can be measured.
2. For service-type firms, accounting recognition of 
revenue approximates the earning process. The 
recognition of revenue for accounting purposes 
takes place (is recorded) during the period the 
services are rendered. Although it is theoretically 
possible to continuously accrue revenue as the 
services are rendered, for practical reasons reve­
nue is usually accrued periodically with emphasis 
on the appropriate period of recognition. Theo­
retically, the revenue is properly recognized in 
the accounting period in which the revenue­
generating activity takes place.
In some non-service firms, revenue can be 
recognized as the productive activity takes place 
instead of at a later period (as at point of sale). 
The most common situation where revenue is
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recognized as production takes place has been 
through the application of percentage-of-com­
pletion accounting to long-term construction 
contracts. Under this procedure revenue is 
approximated, based on degree of contract per­
formance to date, and recorded as earned in the 
period in which the productive activity takes 
place.
A similar situation is present where, apply­
ing the accretion concept, the recognition of 
revenue takes place when increased values arise 
from natural growth or an aging process. In an 
economic sense, increases in the value of inven­
tory give rise to revenue.
Revenue recognition by the accretion con­
cept is not the result of recorded transactions, 
but is accomplished by the process of making 
comparative inventory valuations. Examples of 
applying the accretion concept would include 
the aging of certain liquors and wines, growing 
timber, and raising livestock.
3. Revenue is sometimes recognized at completion 
of the production activity, or after the point of 
sale. The recognition of revenue at completion of 
production is justified only if certain conditions 
are present. The necessary conditions are that 
there must be a relatively stable market for the 
product, marketing costs must be nominal, and 
the units must be homogeneous. The three neces­
sary conditions are not often present except in 
the case of certain precious metals and agricul­
tural products. In these situations it has been 
considered appropriate to recognize revenue at 
the completion of production.
In rare situations it may be necessary to 
postpone the recognition of revenue until after 
the point of sale. The circumstances would have 
to be unusual to postpone revenue recognition 
beyond the point of sale because of the theo­
retical desirability to recognize revenue as early 
in the earning process as possible. A situation 
where it would be justified to postpone revenue 
recognition until a time after the point of sale 
would be where there is substantial doubt as to 
the ultimate collectibility of the receivable.
b. 1. Net income to the residual equity holders would 
be determined by including all revenues, expenses, 
gains, and losses in the computation of net in­
come. The net income would include all extraor­
dinary gains and losses, and gains and losses from 
discontinued operations of a segment of a busi­
ness, but would exclude any prior period adjust­
ments. The net income determined in accordance 
with these limitations (as discussed in Accounting 
Principles Board Opinion, Numbers 9 and 30) 
must be reduced by any current period claim the 
preferred equity holders have on net income.
The resulting amount is the amount of net 
income available to the residual equity holders. 
Accordingly, the amount of income accruing to 
the residual equity holders would be the reported 
net income of the corporation reduced by the 
amount of prior claim of any preferential class(es) 
of stock.
2. The net income to investors would be the amount 
of net income normally reported on the income 
statement plus the interest (net of income tax ef­
fect) on long-term debt. Thus, net income to inves­
tors includes all revenues, expenses, gains, losses, 
extraordinary items, and gains and losses from dis­
continued operations of a segment of a business, 
but excludes financing charges for long-term debt.
3. The value-added concept of income is the 
broadest of the operational-approach concepts to 
income determination. The value-added concept 
is a special net-income concept closely akin to 
the gross-national-product (GNP) determination.
The value added is the value of the output 
of the firm less the value of supplies, goods, 
fuels, electrical energy, and similar items (often 
called transfers in GNP determination) acquired 
from other firms and individuals. Thus, all 
employees, governments, and owners, and many 
creditors are recipients of the income when 
following this concept.
The value-added concept requires the recog­
nition of income during production because all 
values are expressed in terms of the product sell­
ing price.
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Answer 5
a. The difference in unit cost was caused by the dif­
ference in average unit cost of factory overhead. The 
computations for costs per unit follow:
______ Cost per Unit______
50,000 Units 80,000 Units 
o f  Output o f  Output
Direct material:
$75,000/50,000 units $1.50
$120,000/80,000 units $1.50
Direct labor:
$75,000/50,000 units 1.50
$120,000/80,000 units 1.50
Factory overhead:
$200,000/50,000 units 4.00
$260,000/80,000 units 3.25
Cost per unit $7.00 $6.25
The reason for the difference in average unit cost 
of factory overhead probably was caused by some of 
the overhead being fixed within the given levels of 
output. In this instance the fixed component of 
factory overhead may be estimated using the follow­
ing reasoning.
Change in cost ($260,000 — $200,000) = $60,000
Change in output (80,000 — 50,000) = 30,000
Variable costs per unit = $ 2.00
If variable factory overhead is incurred at $2.00 per 
unit, the amount of fixed costs would be computed as 
follows:
$200,000 factory overhead — ($2.00 x 50,000 
units) variable overhead = $100,000 fixed 
factory overhead
or
$260,000 factory overhead — ($2.00 x 80,000 
units) variable overhead = $100,000 fixed 
factory overhead.
At 50,000 units of output the fixed portion of 
factory overhead is $2.00 per unit ($100,000 ÷ 
50,000 units). And at 80,000 units of output the 
fixed portion of factory overhead is $1.25 per unit 
($100,000 ÷ 80,000 units). Thus, the $.75 per unit 
decrease in average unit cost apparently resulted from 
spreading the fixed costs over an increased number of 
units of production.
b. 1. Both the production manager’s and treasurer’s
statements are correct as given. The new average 
unit cost of $6.25 is certainly more than the 
offered purchase price of $6.00; thus, a $.25 per 
unit loss would result on this order. The resulting 
“book loss” on this order would be $7,500 ($.25 
x 30,000 units) as indicated by the production 
manager. Notwithstanding, the remaining 50,000 
units of regular sales would show an increased 
margin (gain) of $.75 per unit because their 
average unit cost decreased from $7.00 to $6.25 
per unit. Thus, regular sales would show an in­
creased profit of $37,500 ( $.75 x 50,000 units). 
The net result would be an increase of $30,000 
in gross margin this period if the Yokohama 
company offer was accepted. Accordingly, the 
treasurer’s statement is also correct because gross 
margin for this period will increase if the offer is 
accepted.
The treasurer’s reasoning can also be illus­
trated by application of the marginal-income or 
contribution-margin technique. The extra units 
will generate a unit sales price of $6.00 and a 
unit variable cost of $5.00 ($1.50 + 1.50 + 2.00); 
the result is a $1.00 per unit contribution margin 
to increase gross margin. Thus, by selling the 
extra 30,000 units gross margin will increase by 
$30,000 (30,000 units x $1.00 contribution 
margin per unit).
2. The primary reason for the difference in con­
clusions by the production manager and the 
treasurer is in their respective method of 
analysis. The production manager is evaluating 
average unit costs in comparison with selling 
price to determine the profitability of the special 
order. The treasurer is comparing the difference 
in total costs at the two levels of output with the 
difference in total revenues at the two levels of 
output, in effect comparing marginal cost with 
marginal revenue, to determine the incremental 
effect on gross margin. The treasurer’s reasoning 
is appropriate for the short-run while the pro­
duction manager’s reasoning is inappropriate for 
a short-range decision but is appropriate for a 
long-range decision. In this instance the decision 
appears to be a one-time thing indicating that the 
treasurer’s reasoning is most appropriate.
c. 1. Perhaps the most important consideration is the
extent to which this short-range decision will 
have a long-range effect on Nubo. If the offer is
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rejected the chances of receiving another offer 
from the Yokohama company is considerably re­
duced. But if the offer is accepted, a repeat order 
is more likely in the future.
By accepting the offer, Nubo may be inad­
vertently establishing a market price of $6.00 per 
unit for its product which cannot be maintained 
in the long run (average unit cost at 80,000 units 
is $6.25). If the customers who purchase the 
other 50,000 units become aware of the $6.00 
unit sales price charged the Yokohama firm they 
too may want a $6.00 unit price. If Nubo sold all 
80,000 units at $6.00 each a negative gross 
margin of $20,000 would result, and it would 
have zero gross margin at 100,000 units, the 
practical capacity of the plant.
2. Even if the $6.00 unit selling price does not have 
an effect on the unit selling price to present 
customers, it may depress the quantity of sales 
of other units at the normal price. If the 
Yokohama firm plans to compete for the same 
customers as Nubo’s regular customers, the ulti­
mate effect of making the 30,000 unit sale to the 
Yokohama firm at $6.00 a unit may give it an 
unfair competitive advantage. Ultimately, a shift 
of customers from Nubo’s regular customers to 
the Yokohama firm would cause a decrease in 
unit sales at the regular price.
If the Yokohama firm is operating in a 
completely isolated market from Nubo’s regular 
customers, no undesirable effects should result 
from this one-time sale. An exception to this 
reasoning would result if Nubo’s regular cus­
tomers desired to expand into this isolated 
market but found that they were at a competi­
tive disadvantage because of the 30,000 unit sale 
made by Nubo to the Yokohama firm.
Answer 6
a. 1. The quotation implies that “actual” manufactur­
ing costs form the ideal basis for inventory 
valuation because they were incurred in produc­
ing the inventory.
The notion that actual costs are the only 
acceptable costs for inventory purposes has been 
challenged by advocates of standard costs. Ac­
countants who advocate using standard costs for 
reporting purposes believe that standard costs are 
more representative of the true cost of the
product than actual costs. They maintain that 
variances are measures of abnormal inefficiencies 
or abnormal efficiencies. Therefore, variances 
cannot be inventoried and should be immediate­
ly recognized in determining net income of the 
period rather than prorated to inventories and 
cost of goods sold. Thus, the costs attached to 
the product are the costs that should have been 
incurred, not the costs that were incurred.
Many accountants believe that variances do 
not have to be inventoried as long as standards 
are currently attainable. But if standards are not 
up to date, or if they reflect ideal performance 
rather than expected performance under reason­
ably efficient conditions, then conceptually the 
variances should be split between the portion 
which reflects departures from currently attain­
able standards and that portion which does not.
Most accountants agree that unfavorable 
variances resulting from the difference between 
standards based on ideal performance and stan­
dards based on practical performance should be 
treated as product costs and prorated to inven­
tories and cost of goods sold. There is less agree­
ment relating to variances resulting from the dif­
ference between actual performance and stan­
dards based on practical (attainable) performance. 
Standard-cost advocates believe these variances 
should be expensed because they represent ab­
normal conditions. Many other accountants be­
lieve these variances represent part of the actual 
cost of producing the goods and, therefore, should 
be treated as product costs and prorated to inven­
tories and cost of goods sold.
2. The three most appropriate alternative methods of 
variance disposition would require the following 
entries:
Debit Credit
a. Cost of Goods Sold (or
Expense and Reve­
nue Summary) $ 500
Finished Goods Inventory 1,000
Variance $1,500
b. Cost of Goods Sold (or
Expense and Reve­
nue Summary) 1,500
Variance 1,500
c. Finished Goods Inventory 1,500
Variance 1,500
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3. The first journal entry presented is in accordance 
with the discussion in part a. 1. above as the 
most appropriate method of handling variances. 
Cost of goods sold (or other expense account) is 
charged with the excess cost above what it 
should have taken to complete the project based 
on an attainable standard. The costs (variance) 
resulting from the difference between the ideal 
standard and the practical standard should be 
prorated to cost of goods sold and inventories 
based on the relative proportion of the asso­
ciated cost contained in each. In the situation 
presented, the entire $1,000 is charged to 
finished-goods inventory instead of being pro­
rated to inventories and cost of goods sold 
because the production is included solely in the 
finished-goods inventory.
The second journal entry, b., can be justi­
fied as an appropriate method for disposition of 
the variance primarily on practical consideration 
b u t has little theoretical justification. The 
practice of charging all variances to cost of goods 
sold (or against current revenue in some other 
manner) has often been justified on the grounds 
of simplicity, convenience, and immateriality.
The last entry would be appropriate where 
it is desired to adjust the standard-cost inventory 
to  ac tua l costs. Many accountants would 
advocate th is  entry in the circumstances 
presented because the inventory would then 
be stated at actual costs of production. How­
ever, it must be remembered that when 
following this method of variance disposition 
the asset inventory will be carried on the 
financial statements at an amount that 
exceeds the cost of what should have been 
incurred. Thus, inefficiences in operations are 
being capitalized as assets in the financial 
statements when this method is applied.
b. Underapplied factory overhead will arise when actual 
total factory overhead incurred is larger than the 
standard amount of factory overhead applied to work 
in process. The standard amount of factory overhead 
applied to work in process is based on actual units of 
output, not on budgeted units of output.
Strayer Company applied factory overhead to 
work in process for the 19,200 units produced using a 
factory-overhead application rate based on 20,000 
units of standard production. Thus, because actual 
factory overhead incurred was equal to budgeted 
factory overhead for 20,000 units, there must be 
underapplied overhead equal to the difference be­
tween budgeted units and actual units produced, 
multiplied by the standard factory-overhead applic­
ation rate.
Based on the information given, we know, that 
the sum of the factory overhead spending variance, 
efficiency variance, and volume (activity) variance 
resulted in an unfavorable total factory overhead 
variance of $2,000. The factory overhead efficiency 
variance must be favorable because it is computed on 
the same basis as the direct labor efficiency variance 
which was given as favorable.
Strayer would have an unfavorable volume 
variance because the actual activity level for the year 
was less than that budgeted; this is true whether the 
activity level was based on actual direct labor hours 
worked or actual units produced.
As to the remaining variance, the factory-overhead 
spending variance, the balance would be unfavorable be­
cause actual costs would have had to exceed the 
budgeted cost of the actual units produced. The magni­
tude of the spending variance is indeterminate from the 
information given, but it, plus the favorable factory 
overhead efficiency variance and the unfavorable facto­
ry overhead volume variance, must exactly equal the un­
favorable $2,000 total factory overhead variance.
Answer 7
a. Raun Company
STOCKHOLDERS’ EQUITY SECTION 
OF BALANCE SHEET
December 31, 1973
6% cumulative convertible preferred stock,
$100 par value, 2,000,000 shares
  authorized, 1,000,000 shares issued 
(Note 1) $100,000,000
Common stock, $1 stated value, 5,000,000 
shares authorized, 3,580,000 shares issued 
(Note 2) 3,580,000
Paid-in capital in excess of par or stated value:
On preferred stock 20,000,000
On common stock XXXX
Total paid-in capital $ XXXXXXXX
Retained earnings XXXX
Total stockholders’ equity $ XXXXXXXX
Notes to Financial Statements
Note 1: Convertible Preferred Stock
On December 31, 1973, all 1,000,000 shares of pre­
ferred stock outstanding of the company were conver­
tible into common stock on a share-for-share basis. No 
shares of preferred stock were converted into common 
stock during 1973. Any preferred stock not converted 
into common stock by December 31, 1979, will lose 
its conversion right and becomes callable at par value 
at the discretion of the company.
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Note 2: Employee Stock Option Plan and Employee 
Stock Purchase Plan
The company has granted options to officers and 
certain key employees to purchase common stock of 
the company at the market price at the date of the 
grant. All options are exercisable in installments of 
one-third each year, commencing one year following 
date of the grant, and expire if not exercised within 
four years of the grant date. The tabulation below 
summarizes certain information relative to employee 
stock options:
Option
Shares Price
Outstanding at January 1,
1973 70,000 $47.00 to $83.00
Granted during 1973 15,000 86.00
Exercised in 1973 20,000 47.00 to 79.00
Expired in 1973 None —
Outstanding at December
3 1 ,  1973 65,000 54.00 to 86.00
Exercisable at December
31, 1973 30,000 54.00 to 79.00
Pursuant to the terms of the employee stock pur­
chase plan employees have subscribed to, paid for, and 
received 60,000 shares of common stock of the 
company during 1973. The company contributed one- 
half and the employees paid one-half of the stock 
price based on the market value of the common stock 
at the date of the subscription. Charges to expense for 
the company’s contribution pursuant to the plan were 
$2,610,000 for the year ended December 31, 1973.
At December 31, 1973, a total of 355,000 shares 
of common stock were available for future grants 
under the stock option plan and future purchases 
under the employee stock purchase plan.
b. The denominator for the basic formula for computing 
earnings per share is the weighted-average number of 
shares of common stock outstanding during the 
period. For many companies, including this situation, 
the determination of the denominator is more com­
plex because common stock equivalents must be con­
sidered and included where appropriate.
The initial step in determining the amount of the 
denominator is to determine the weighted average of 
the number of shares of common stock outstanding 
during 1973. Thus, the 3,500,000 shares outstanding 
at January 1, 1973, plus the appropriate proportion of 
the shares issued under the employee stock option 
plan and the employee stock purchase plan will result 
in the weighted-average number of shares outstanding.
The weighted-average number of “common stock 
equivalents” must be added to the amount determined 
above to get the denominator for computing primary 
earnings per share; however, the common stock equiv­
alents should not be included if to do so would 
increase earnings per share (or decrease the loss per 
share).
The convertible preferred stock is a common 
stock equivalent because the cash yield to the holder 
at time of issue was less than 66-2/3% of the then 
current bank prime interest rate. The yield at issue 
date of 5% ($6 on $120 market value of stock) was 
less than 66-2/3% of the bank prime interest rate on 
January 2, 1970 (8½%). Thus, the 1,000,000 shares of 
preferred stock must be treated as the equivalent of 
1,000,000 shares of common stock outstanding in 
determining the denominator in computing primary 
earnings per share, unless including these shares in the 
denominator would increase primary earnings per 
share (be anti-dilutive).
The stock options outstanding under the em­
ployee stock option plan must also be considered 
because they may be common stock equivalents. The 
amount, if any, of common stock equivalents rep­
resented by the options outstanding should be 
computed by application of the treasury stock 
method. Under the treasury stock method, earnings- 
per-share data are computed as if the average number 
of options were exercised at the beginning of the 
period (or at time of issue, if later) and as if the funds 
obtained thereby were used to purchase common 
stock at the average market price during the period. 
The weighted-average number of options outstanding 
for 1973 includes the 50,000 options outstanding for 
the full year, plus a proportion of the 20,000 
exercised in 1973, and plus a proportion of the 
15,000 granted during 1973. The weighted-average 
number of options outstanding cannot be determined 
because no option exercise and/or grant dates were 
given.
The 20,000 shares issued by the exercise of 
options during 1973 must be included in the computa­
tion of the weighted-average number of shares out­
standing from the date exercised to the year end. This 
amount cannot be determined because the exercise 
dates were not given.
The 60,000 shares of common stock issued 
through the employee stock purchase plan during 
1973 must be included in computing the weighted- 
average number of shares outstanding. The 60,000 
shares will be weighted one-fourth because they were 
outstanding only for the last quarter of 1973.
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ACCO UNTING  PRACTICE —  PA R T I
May 7, 1975; 1:30 to 6:00 P.M.
Answer 1 Answer 2
1.b 10. c 18.b 27. b
2 .b 11.c 19.d 28. b
3. a 12.b 20. d 29. b
4 .d 13. b 2 1 .d 30. a
5 .b 14. c 22. a 3 1 .c
6 .b 15 .c 23. d 32. d
7 .a 16. c 24. b 33. c
8. a 17. a* 25. a 34. a
9. a 26. b
*Prior to April 1, 1975 (the effective date of the Financial 
Accounting Standards Board, Statement of Financial Accounting 
Standards No. 4, “Reporting Gains and Losses from Extinguish­
ment of Debt”) response d would have been correct. Because the 
statement was issued so near to the examination date, both a and 
d were accepted as correct responses.
63
Examination Answers —  May 1975
Answer 3 (2)
Craig Corporation
ADJUSTING JOURNAL ENTRIES TO
CORRECT INVESTMENTS ACCOUNT
December 3 1 , 1974
Investments (common stock) $ 1,200
Gain on disposition of
investments $ 1,200
To adjust entry recording sale of 300 shares of Mascot 
common stock.Debit Credit
(a) Proceeds from sale
(300 x $13) $ 3,900
Ace Tool Company Common Stock Allocated cost (Schedule 2)
(1)
(300 x $9) 2,700
Gain realized on sale $ 1,200
Investments (common stock) $ 700
Dividend revenue
Gain on disposition of
$ 400 (3)
investments 300 Investments (common stock rights) 1,350
To record receipt of 50 shares of Bymore Sales Company 
common stock as a dividend and to adjust gain realized 
on their sale (Schedule 1).
(2)
Investments (common stock) 1,350
To record receipt of 900 common stock rights of Mascot 
permitting the purchase of 900 shares of Mascot 
common stock (Schedule 3).
Salaries and wages 8,500
Gain on disposition of
investments 8,500
To record gain realized from incentive award to employees 
of 500 shares of Ace common stock with a fair market 
value on October 31 of $42 per share.
Number of shares awarded 
(500 x $42) $21,000
Amount recorded as award 
(500 x.$25) 12,500
Gain realized $ 8,500
(b)
Mascot, Inc., Common and Preferred Stock
(1)
Investments (common stock) 10,800
Investments (preferred stock) 10,800
Investments (common &
preferred units) 21,600
To allocate cost of 600 units of Mascot purchased between 
common and preferred shares (Schedule 2).
(4)
Investments (common stock) 675
Investments (common
stock rights) 675
To adjust entry recording exercise of 450 Mascot common 
stock rights.
Cost allocable per right ($ 1.50 — Schedule 3) x  450 rights = 
$675.
(5)
Investments (common stock rights) 1,125
Gain on disposition of
investments 1,125
To adjust entry recording sale of the 450 remaining Mascot 
common stock rights.
Proceeds from sale 
(450 x $4) $ 1,800
Allocated cost
(450 x $1.50) 675
Gain on sale $ 1,125
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(c)
Standard Service, Inc., Common Stock
(f)
Other Investment
Investments (common stock) $ 112,000
Equity in earnings of investee
(Standard Service, Inc.) $ 112,000
To record Craig’s equity in the earnings of Standard Service, 
Inc. (1/3 of $336,000) for 1974 as accounted for under 
the equity method.
(d)
Azuma Mines, Inc., Convertible Bonds and Common Stock
Common stock 
Premium on common stock 
Retained earnings
Investments (other)
$16,000
1,600
4,800
$22,400
To adjust entry recording shares reacquired from stock­
holders and retired. The premium on common stock is 
10% of the common stock account, so it is cancelled in 
that proportion.
(1) Schedule 1
Interest revenue 233
Investments (convertible
bonds) 233
To adjust entry recording purchase of Azuma bonds for 
April interest revenue.
(2)
Investments (convertible bonds) 1,400
Interest revenue 1,400
To adjust entry recording interest received on investment. 
(3)
Investments (convertible bonds) 600
Gain on disposition of
investments 600
To adjust entry recording sale of remaining thirty Azuma 
bonds.
(e)
Kevin Instruments, Inc., Common Stock
Investments (common stock) 2,400
Dividend revenue 2,400
To adjust to the cost method, entry recording dividend 
revenue on investment.
Investment in Bymore Sales Company Common Stock
Disposition — 50 shares @ $14 per share $ 700
Cost basis — Dividend received (50 shares @
$8 per share) 400
Gain on disposition $ 300
Schedule 2
Allocation o f  Cost Between Mascot 
Common and Preferred Shares
March 15 — 600 units (2 shares of 
common and 1 share of preferred) 
purchased for $ 21,600
March 15 — Market values:  
Common $10
Preferred 20
Value of common shares (1,200 x $ 10) $ 12,000
Value of preferred shares (600 x $20) 12,000
$24,000
Cost allocated to common shares
($12,000/$24,000 x $21,600) $10,800
Cost allocated to preferred shares
($ 12,000/$24,000 x $21,600) 10,800
$21,600
 
Cost per common share ($ 10,800 ÷  1,200) $9
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Schedule 3
Cost o f  Mascot, Inc., Common Stock Rights
Market value of rights — June 28, 1974 $ 3
Market value of common stock — ex rights —
June 2 8 , 1974 _____ 15.
$ 18
Allocated cost per common share before 
common stock rights received (900 
shares x $9 — Schedule 2) $ 8,100
Cost assigned to stock rights
x $8,100 (1,350)
Cost assigned to common stock $ 6,750
Cost assigned per common stock right  
($1,350÷ 900) $1.50
Cost assigned per common share ($6,750÷
900) $7.50
_3_
18
Answer 4
(1) $39,000. This balance is calculated by know­
ing that total assets prior to restate­
ment (see note) are $140,000 be­
cause the total of liabilities and stock­
holders’ equity prior to restatement 
is $140,000. Total stockholders’ 
equity equals $80,000 ($66,000 + 
$13,000 + $16,000 -  $6,000 — 
$9,000). Total stockholders’ equity 
divided by total liabilities is 4 to 3; 
hence, total liabilities equal $60,000 
($80,000 ÷  1⅓). Thus the total of 
liabilities and stockholders’ equity is 
$140,000 ($60,000 + $80,000). The 
balance for land is thus calculated as 
follows: ($140,000 -  $12,000 + 
$25,000 -  $92,000 -  $22,000 = 
$39,000).
(2) $5,500. Current assets minus beginning work­
ing capital ($22,000 — $16,500).
(3) $50,000. Bond interest expense plus bond
premium amortization ($3,500 + 
$500) equals the stated interest 
($4,000). The stated interest divided 
by the interest rate ($4,000 4- 8%) 
equals the face value of the bonds 
($50,000).
(4) $ 1,900. Balance per ending balance sheet plus
debit to this account during the year 
($1,700+ $200).
(5) $26,100.
(6) $77,000.
(7) $(23,000)
(8) $53,715.
(9) $8,000.
(10) $8,700.
(11) $42,800.
(12) $2,100.
(13) $73,500.
Let X equal current liabilities. Current 
assets minus current liabilities equals 
working capital. Current assets are 
three times current liabilities (3X — 
X = $17,400). X (current liabilities) 
equals $8,700 and 3X (current assets) 
equals $26,100.
Balance per opening balance sheet 
less cost of equipment sold during 
the year ($92,000 -  $15,000). The 
undepreciated cost of the equipment 
sold was two-thirds of the cost. 
Therefore, cost was $15,000 ($10,000 
÷  2/3) and accumulated depreciation 
was $5,000.
See (6). Balance per opening balance 
sheet plus depreciation expense for 
the year less accumulated deprecia­
tion on equipment sold ($25,000 + 
$3,000-$5,000).
Balance per opening balance sheet 
plus acquisition (purchase of land) 
($39,000+ $14,715).
Balance per opening balance sheet 
prior to restatement less goodwill 
amortization for 1974 and 1973 (see 
note) ($12,000 -  $2,000 -  $2,000). 
See (5).
Balance per opening balance sheet 
less current maturity of long-term 
bond debt ($50,000 -  $7,200).
Balance per opening balance sheet 
less bond premium amortization 
($2,600 -  $500).
Balance per opening balance sheet 
plus par value of common stock 
issued to reacquire preferred stock 
($66,000 + $7,500).
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(14) $15,400. Balance per opening balance sheet 
plus excess of proceeds from reissue 
of treasury stock over cost of treasury 
stock ($13,000 + $2,400). (Excess 
equals proceeds from reissue of treas­
ury stock less treasury stock (at cost) 
per the opening balance sheet) 
($11,400-$9,000).
(15) $8,500. Balance per opening balance sheet 
less par value of preferred stock 
reacquired by issuing common stock 
($16,000- $ 7 ,5 00).
(16) $(10,885). Balance per opening balance sheet 
prior to restatement plus 1974 net 
loss after tax adjustment plus prior 
period adjustment (correction of 
error) (see note) ($6,000 debit + 
$2,885 + $2,000).
Note:
A material error requires that the prior financial state­
ment be restated. The goodwill and retained earnings at 
January 1 would be restated by reducing each by 
$2,000. Total assets and equities would then be 
$138,000. Actual restatement, however, is not required 
as part of this answer.
Schedule 1
Computation o f  Dividend Income from Zeal, Inc.
Acquisition of property at less than fair market value by a 
stockholder from a corporation yields dividend income as 
follows:
Adjusted basis of investment $6,000
Less amount paid by Gary 4,500
Dividend income to Gary $ 1,500
Schedule 2
Computation o f  Long-Term Capital Gain
Section 1231 gain (donated equipment)
(Schedule 2a) $48,000
Section 1231 loss (warehouse) (Schedule 2b) (32,000)
Net Section 1231 gain (treated as a long-
term capital gain) $16,000
Long-term capital gain (from above) $ 16,000
Long-term capital loss (land — Bilk City)
(Schedule 2c) (4,400)
Net long-term capital gain for 1974 (fully  
taxable for a corporation) $ 11,600
Answer 5
a.
Gary Corporation
SCHEDULE OF TAXABLE INCOME
For the Year Ended December 3 1 , 1974
Gross margin
Dividend income from Zeal, Inc. (Schedule 1) 
Dividend income from Glipwood 
Long-term capital gain (Schedule 2)
Gross income
Less expenses:
Deductible expenses $725,500
Legal fees (100 shares
x  $55) 5,500
Depreciation (Schedule 3) 34,200
Income before special
deductions
Less special deductions:
Contributions
($102,600 x  5%) 5,130
Dividends - received deduction
($41,500 x 85%) 35,275
Taxable income
$814,700
1,500
40,000
11,600
867,800
765,200
102,600
40,405
$62,195
Schedule 2a
Computation o f  Section 1231 Gain (Donated Equipment)
Selling price $48,000
Adjusted basis (Schedule 3) 0
48,000
Section 1245 depreciation recapture (no 
recapture because no depreciation 
taken for tax purposes) 0
Section 1231 gain $48,000
Schedule 2b
Computation o f  Section 1231 Loss (Warehouse)
Selling price $ 96,000
Adjusted basis (128,000)
Section 1231 loss (no depreciation recapture
because no gain on the sale) $ (32,000)
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Schedule 2c
Computation o f  Long-Term Capital Loss (Land -  Bilk City)
Selling price $60,000
Adjusted basis (Schedule 2d) (64,400)
Long-term capital loss $ (4,400)
Schedule 2d
Computation o f  Tax Basis (Land -  Bilk City)
Adjusted basis (land — Astor City) $64,400
Add recognized gain on exchange
(Schedule 2e) 5,200
Less “boot” received on exchange
(Schedule 2e) (5,200)
Adjusted basis (land — Bilk City) $64,400
Schedule 2e
Computation o f  Recognized Gain on Exchange
Fair market value (land — Bilk City) $65,000
Cash received 5,200
Total consideration received 70,200
Adjusted basis (land — Astor City) (64,400)
Realized gain $ 5,800
Recognized gain for 1973 limited
to cash “boot” received $ 5,200
Schedule 3
Computation o f  Depreciation
Total accounting depreciation for 1974 $36,700
Less amount applicable to donated equip­
ment (zero basis for tax purposes: hence, 
no depreciation for tax purposes) 2,500
Total tax depreciation $34,200
b. The items that did not affect the determination of 
taxable income in part a. above are as follows:
•  Interest received on a state bond.
•  Life insurance premiums.
•  Life insurance proceeds.
•  Equity in net income of Glipwood.
•  Dividends paid.
•  Treasury stock.
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May 8, 1975; 1 :30 to 6:00 P.M.
Answer 1 Answer 2
1. c 9 .b 16. a 24. b
2.b 10. c 17. b 25. d
3. b 11 .a 18. a 26. b
4. d 12. c 19. e 27. c
5. b 13.b 20. d 28. b
6 .b 14. a 2 1 .a 29. a
7 .  d 15. b 22. e 30. e
8 .  d 23. c 3 1 .e
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Answer 3
Ocean Company
ANALYSIS OF EFFECT OF ALTERNATIVE A 
AND OF ALTERNATIVE B ON PROJECTED TOTAL
COMPANY INCOME BEFORE TAX
For the Year Ended December 3 1 , 1976
Alternative A:
Revenue, Ex $925,000
Total variable costs (52%) 481,000
Contribution margin 444,000
Total fixed costs (allocated) 480,000
Loss before tax , Product Ex (36,000)
Income before tax ,  Product Why 25,000
Income before tax, Produce Zee 100,000
Projected total company income
before tax $ 89,000
Note: The cash outlay as such is not relevant to income 
analysis except through increased depreciation expense 
which is included in the additional fixed costs.
Alternative B:
Units of Zee (125,000 x 150%) 187,500
Revenue, Zee ($575,000 x 150%) $862,500
Total variable costs (40%) 345,000
Contribution margin 517,500
Total fixed costs (allocated) 245,000
Income before tax, Product Zee 272,500
Income before tax, Product Why 25,000
Rental income 157,500
Total 455,000
Less unallocated total fixed costs, E x .
($430,000 -  $30,000) 400,000
Projected total company income
before tax $ 55,000
Note: The $155,000 of allocated rent expense remains the 
same and is therefore not relevant to the decision. The 
$30,000 of fixed costs that are eliminated are relevant 
to the decision.
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Answer 4
a. Darren Company
WEIGHTED AVERAGE NUMBER OF SHARES TO COMPUTE 
PRIMARY AND FULLY DILUTED EARNINGS PER SHARE
1974
1. Primary
Shares outstanding from January 1 ,  1974:
Total shares issued at December 3 1 ,  1974 
Less: Treasury stock
Shares issued in acquisition of Brett In­
dustries
Shares converted from preferred
Shares outstanding from January 1 ,  1974 
Shares issued in acquisition of Brett Industries in
a purchase transaction:
Issued April 1, 1974 (800,000 x ¾)
Shares issued upon conversion of 100,000 shares 
of preferred stock:
Issued July 1 ,  1974 (96,000 x ½
Issued October 1 ,  1974 (24,000 x ¼)
7,500,000
600,000
800,000
120,000 1,520,000
600,000
48,000
6,000 54,000
Shares represented by options outstanding
(100,000 x ½*) 50,000
Less: Shares assumed reacquired with proceeds
(Schedule 1) 45,868
This amount (4,132) is immaterial in re-
lation to the shares outstanding and, 
therefore, may be omitted from the 
computations.
Weighted average number of shares to compute 
primary earnings per share
*Market price of common stock did not exceed exercise price for first two quarters.
2. Fully Diluted
Weighted average number of shares to compute 
primary earnings per share
Adjustments to calculate fully diluted earnings per 
share:
Shares applicable to options based on year-end 
market price (No adjustment is necessary 
because the year-end market price is the 
same as the average market price for the 
year)
Additional common shares applicable to anti­
dilutive conversion of preferred stock 
assumed at the beginning of the year 
(120,000 -  54,000)
Weighted average number of shares to compute 
fully diluted earnings per share
5,980,000
654,000
6,634,000
4,132
6,638,132
6,638,132
66,000
6,704,132
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Schedule 1
Schedule o f  Shares Assumed Reacquired with Proceeds
First Quarter — Not computed since 
the average quarterly market price 
($31) did not exceed the exercise 
price ($33) —
Second Quarter — Not computed since 
the average quarterly market price,
($33) did not exceed the exercise
price ($33) —
Third Quarter — 100,000 shares x ¼ x 
$33 exercise price = $825,000;
$825,000 4- $35 average quarterly
market price 23,571
Fourth Quarter — 100,000 shares x ¼ 
x $33 exercise price = $825,000;
$825,000 ÷  $37 average quarterly
market price 22,297
Total shares assumed reacquired
with proceeds 45,868
b. Darren Company
ADJUSTED NET INCOME TO COMPUTE PRIMARY 
AND FULLY DILUTED EARNINGS PER SHARE
1974
Primary
Net income before adjustment $8,600,000
Dividends paid on preferred stock
(1,200,000 shares x $4 plus 
80,000 shares x $2 plus 20,000 
shares x $3) 5,020,000
Adjusted net income for primary earn­
ings per share $3,580,000
Note (Not Required):
Earnings per share would be $.54 ($3,580,000 4- 
6,634,000 weighted average number of shares actually 
outstanding during the year).
The convertible debentures are anti-dilutive figured as 
follows: $624,000 ($30,000,000 x 4% x 52%) 4- 750,000 
shares ($30,000,000 ÷  1,000 x 25) equals $.83. Because 
they would increase earnings per share, these debentures are 
omitted from the calculation of fully diluted earnings per 
share. They are omitted from the calculation of primary 
earnings per share because they are not common stock 
equivalents.
The convertible preferred stock is also anti-dilutive 
figured as follows: $5,200,000 (1,300,000 shares x $4 
dividend) 4- 1,560,000 shares (1,300,000 x 1.2 shares 
common) equals $3.33. Because it would increase earnings 
per share, the convertible preferred stock not actually con­
verted is omitted from the calculation of primary and fully 
diluted earnings per share.
The convertible preferred stock actually converted 
during the year is included in the weighted average number 
of shares actually outstanding for calculating primary earn­
ings per share. Its effect on the weighted average number of 
shares actually outstanding is from the date of conversion 
to the end of the year.
For fully diluted earnings per share, the actual conver­
sion of shares is assumed at the beginning of the year. This 
conversion is assumed for fully diluted earnings per share 
only, not for primary earnings per share. The “if converted” 
method for fully diluted earnings per share must be applied 
to these securities from the beginning of the year even if 
the effect is anti-dilutive. The dividends actually paid on 
these shares converted must be added back to the adjusted 
net income for fully diluted earnings per share.
(APB Accounting Principles, Volume Two (1973), pp. 
9586-9587.)
Fully Diluted
Adjusted net income for primary earn­
ings per share $ 3,580,000
Dividends paid on preferred stock 
converted (80,000 shares x $2 
plus 20,000 shares x $3) 220,000
Adjusted net income for fully diluted
earnings per share $3,800,000
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Answer 5 (4)
Jared, Inc., and Subsidiary Preferred stock $ 150,000
CONSOLIDATING ENTRIES Investment in Munson
December 3 1 , 1974 Manufacturing Company $ 150,000
N ot Required
To eliminate Jared’s investment in Munson’s preferred 
stock at date of purchase.Debit Credit
(1) (5)
Land $ 540,000
Machinery and equipment 2,750,000
Other assets $ 90,000
Accumulated depreciation
— machinery and
equipment 750,000
Investment in Munson
Manufacturing Company 2,322,000
Cost of sales 128,000
To adjust Munson’s assets to fair value at date of purchase.
(2)
Common stock 1,000,000
Additional paid-in capital (common) 122,000 
Retained earnings 1,006,000
Investment in Munson
Manufacturing Company 2,128,000
To eliminate Jared’s investment in Munson’s equity at date 
of purchase.
(3)
Excess of cost over fair value of
net assets acquired 1,400,000
Investment in Munson
Manufacturing Company 1,400,000
To record excess of cost over fair value of Munson’s net as­
sets at date of purchase as follows:
Purchase price (common stock) 
Less: Adjustment of Munson’s 
assets to fair value (J/E
No. 1)
Elimination of investment 
in Munson’s equity (J/E 
No. 2)
Excess
$5,850,000
$2,322,000
2,128,000 4,450,000 
$1,400,000
Depreciation expense —
machinery and equipment 236,250
Accumulated depreciation
— machinery and
equipment 236,250
To adjust to fair value at date of purchase.
Machinery and equipment —
$10,600,000-4,000,000 
= 6,600,000 ÷  6 years = $1,100,000
Depreciation expense for nine
months (1,100,000x9/12) $ 825,000
Depreciation expense per books 588,750
Adjustment $ 236,250
(6)
Subordinated debentures — 7% 1,500,000
Accounts payable 17,500
Investment in Munson
Manufacturing Company 1,500,000
Accounts receivable, net 17,500
To eliminate intercompany bonds and related accrued 
interest for two months.
(7)
Accounts payable
Sales
38,800
388,000
Accounts receivable, net 38,800
Cost of sales 388,000
To eliminate intercompany sales and unpaid balances at 
December 31, 1974.
(8)
Cost of sales 4,200
Inventories 4,200
To eliminate intercompany profit (35%) in Jared’s inventory 
at December 31, 1974 ($12,000 x 35% = $4,200).
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(9)
Interest revenue $ 78,750
Interest expense $ 78,750
To eliminate intercompany interest expense and revenue 
on debentures for nine months. ($105,000 x 9/12 = 
$78,750)
(10)
Amortization of excess of cost over
fair value of net assets acquired 52,500
Excess of cost over fair value
of net assets acquired 52,500
To record nine months amortization as follows:
Excess of $ 1,400,000 amortized over twenty years. 
($1,400,000 ÷ 20 = $70,000 x 9/12 = $52,000)
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Answer 5
Jared, Inc., and Subsidiary
WORKSHEET TO PREPARE CONSOLIDATED TRIAL BALANCE
December 3 1 , 1974
Jared, Munson Adjustments Consolidated
Inc. Mfg. Co. and Eliminations Balances
Dr. (Cr.) Dr. (Cr.) Debit Credit Debit Credit
Cash $ 822,000 $ 530,000 $ 1,352,000
Notes receivable — 85,000 85,000
Accounts receivable, net 2,758,000 1,368,400 (6)$ 17,500 4,070,100
(7) 38,800
Inventories 3,204,000 1,182,000 (8) 4,200 4,381,800
Land 4,000,000 1,560,000 (1)$ 540,000 6,100,000
Machinery and equipm ent 
Accumulated depreciation
15,875,000 7,850,000 (1) 2,750,000 26,475,000
— m achinery and equip­
m ent (6,301,000) (3,838,750) (1) 750,000 $11,126,000
(5) 236,250
Buildings
Accumulated depreciation
1,286,000 1,286,000
— buildings
In v e s tm e n t  in Munson
(372,000) 372,000
M a n u fa c tu rin g  Com­
pany 7,500,000 (1) 2,322,000
(3) 1,400,000
(2) 2,128,000
(6) 1,500,000
(4) 150,000
Other assets
Excess o f cost over fair
263,000 140,000 (1) 90,000 313,000
v a lu e  o f  n e t  assets 
acquired (3) 1,400,000 (10) 52,500 1,347,500
Notes payable (115,000) 115,000
Accounts payable (1,364,000) (204,000) (6) 17,500 1,511,700
(7) 38,800
Long-term debt 
Subordinated debentures
(10,000,000) 10,000,000
— 7% (5,000,000) (6) 1,500,000 3,500,000
Preferred stock (750,000) (4) 150,000 600,000
Common stock (2,400,000) (1,000,000) (2) 1,000,000 2,400,000
Additional paid-in capital (240,000) (122,000) (2) 122,000 240,000
Retained earnings
Retained earnings
(12,683,500)
( 1,006,000) (2) 1,006,000
12,683,500
Sales (18,200,000) (5,760,000) (7) 388,000 23,572,000
Cost o f sales 10,600,000 3,160,000 (8) 4,200 (7) 388,000 13,248,200
(1) 128,000
Selling, general, and ad­
ministrative expenses 3,448,500 1,063,900 4,512,400
D epreciation  expense —
machinery and equip­
ment 976,000 588,750 (5) 236,250 1,801,000
D epreciation  expense —
buildings 127,000 127,000
Interest revenue (105,000) (1,700) (9) 78,750 27,950
Interest expense 
A m ortization o f excess of
806,000 269,400 (9) 78,750 996,650
cost over fair value o f 
net assets acquired (10) 52,500 52,500
$ -0- $ -0- $9,284,000 $9,284,000 $66,148,150 $66,148,150
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Answer 1 Answer 2
1.d 14. a 26. a
2. a 15.c 27. d
3.b 16. b 28. c
4. a 17.a 29. a
5. a 18. c 30. c
6. d 19.a 3 1 .a
7 .b 20. a 32. d
8. d 2 1 .b 33. d
9. c 22. c  34. c
10. c 23. d 35. c
11.b 24. b 36. d
12. a 25. a 37. a
13. a 38. a
39. b
40. d
41. d
42. d
43. a
44. c
45. a
46. a
47. b
48. b
49. b
50. b
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Answer 3 Answer 4
a. The books of original entry, general and subsidiary 
ledgers, related accounting manuals, and less formal 
accounting records such as worksheets are the primary 
source of evidence supporting the financial statements. 
The auditor tests this data by analysis and review, by 
retracing the procedural steps followed in the account­
ing process and in developing the worksheets, by 
recalculation, and by reconciling related types and 
applications of the same information.
While the underlying accounting data is absolutely 
necessary to form an opinion on the financial 
statements, it is not, by itself, sufficient support. The 
auditor must gather and examine corroborating evi­
dence to support the underlying accounting data and 
representations in the financial statements. This corrob­
orating evidence includes documentary material such as 
checks, invoices, contracts, and minutes of meetings; 
confirmations and other written representations by 
knowledgeable people; information obtained by the 
auditor by inquiry, observation, inspection, and physical 
examination; and other information developed by, or 
available to, the auditor which permits him to reach 
conclusions through valid reasoning.
In determining how to gather sufficient competent 
evidential matter the auditor might consider using sta­
tistical sampling techniques which have been found to 
be advantageous in certain instances. The use of statis­
tical sampling, however, does not reduce the use of 
judgement by the auditor.
To be of any value in forming an opinion on the 
financial statements, the evidence must be relevant to 
the situation and it must be valid. The validity of audit 
evidence is primarily dependent upon the circumstances 
under which it is obtained.
b. 1. Evidential matter obtained from independent
sources outside an enterprise provides greater 
assurance of reliability than that which is secured 
solely within the enterprise.
2. Accounting data and financial statements devel­
oped under satisfactory conditions of internal 
control are more reliable than those which are 
developed under unsatisfactory conditions of 
internal control.
3. Direct personal knowledge obtained by the inde­
pendent auditor through physical examination, 
observation, computation, and inspection is more 
persuasive than information obtained indirectly.
1. The formation of a professional corporation to practice 
public accounting is allowed by rule 505 of the AICPA 
Code of Professional Ethics as long as the characteristics 
of the corporation conform to resolutions adopted by 
Council of the AICPA. In this situation the following 
characteristics, approved by Council on May 6, 1969, 
have been specifically violated:
a. The name of the professional corporation shall 
contain only the names of one or more of the 
present or former shareholders. An impersonal 
name such as Financial Services, Inc., is specifically 
prohibited.
b. The professional corporation shall not provide 
services that are incompatible with the practice of 
public accounting. The insurance service to be 
provided by Bradley is incompatible.
c. All shareholders of the corporation shall be persons 
engaged in the practice of public accounting as 
defined by the Code of Professional Ethics. 
Bradley, a 50 percent stockholder, is not so 
qualified.
d. The right to practice as a corporation or association 
shall not change the obligation of its shareholders, 
directors, officers, and other employees to comply 
with the standards of professional conduct estab­
lished by the AICPA. As indicated herein Gilbert 
has not complied with certain standards of 
professional conduct.
2. A member in the practice of public accounting may have 
a financial interest in a commercial corporation which 
performs, for the public, services of a type performed 
by public accountants and whose characteristics do not 
conform to resolutions of Council, provided such 
interest is not material to the corporation’s net worth, 
and the member’s interest in and relation to the 
corporation is solely that of an investor. Certainly 
Gilbert’s 50% interest is material to Financial Services, 
Inc., and Gilbert’s status is not that of an investor. In this 
respect Gilbert is in violation of Rule 505.
3. Gilbert would be in violation of rule 504 which states: 
“A member who is engaged in the practice of public 
accounting shall not concurrently engage in any business 
or occupation which impairs his objectivity in rendering 
professional services or serves as a feeder to his practice.” 
The insurance aspect of the business would certainly 
impair his objectivity and be considered a feeder for the 
accounting practice.
77
Examination Answers —  May 1975
4. Rule 505 also prohibits practice under a name which is 
fictitious, indicates specialization, or is misleading as to 
the type of organization. Therefore, any variation of 
Financial Services, Inc., would be a violation of the 
Code.
5. Publication of the “card” in the local newspaper violates 
rule 502 of the Code which forbids solicitation and 
advertising, including the publication of announcements 
such as the “card” in question.
6. Expressing an unqualified opinion on Grandtime’s 
financial statements which did not disclose a material 
lien on the building asset is a violation of both rule 202 
(auditing standards), and rule 203 (accounting princi­
ples).
Rule 202 requires that a member shall not permit 
his name to be associated with financial statements 
unless he has complied with generally accepted auditing 
standards. The third standard of reporting says that 
informative disclosures are to be regarded as reasonably 
adequate unless otherwise stated in the report. Since 
there was no disclosure of the building lien in the 
financial statements, Gilbert should have qualified his 
opinion.
Rule 203 requires that a member shall not express 
an opinion that financial statements are presented in 
conformity with generally accepted accounting princi­
ples if such statements contain any departure from an 
accounting principle promulgated by the body desig­
nated by Council to establish such principles. Account­
ing Research Bulletin No. 50, which was published by a 
body designated by Council, requires disclosure of as­
sets pledged as security for loans.
7. Having Bradley inform the insurance company of the 
prior lien on Grandtime’s building is a violation of rule 
301 of the Code, which enjoins a member from violating 
the confidential relationship between himself and his 
client without consent of the client. The lien should have 
been disclosed in Gilbert’s report on Grandtime’s 
statements, but it may not be disclosed by him 
independently to a third party unless the client agrees to 
such disclosure. However, rule 301 should not be 
interpreted to preclude a CPA from correcting a previous 
error — in this case expressing an opinion that the 
financial statements were prepared in accordance with 
generally accepted accounting principles when, in fact, 
they were not. Gilbert should have first exhausted all 
means to persuade Grandtime to correct the error by 
recalling the original financial statements and reissuing 
them in corrected form with a new auditor’s report.
Answer 5
Accounts receivable 1975 1974
Accounts-receivable turnover 
(sales divided by ac­
counts receivable) 18.1 times 25 times
The accounts-receivable turnover is slower for 1975, 
which implies that the average collection period has 
increased. Arthur should first satisfy himself that RCT’s 
credit terms remained unchanged over these years. If the 
credit terms have been liberalized, this increase in collection 
period is warranted. Arthur should also satisfy himself that 
these computations do, in fact, represent the year’s activity. 
An accounts-receivable aging schedule can indicate whether 
the longer collection period is due to a major delinquent 
customer or is representative of RCT’s annual activity.
Assuming Arthur is satisfied that RCT’s credit terms 
have not changed and that annual activity is fairly 
represented, he should include more extensive audit 
procedures for sales and accounts receivable. The indicated 
trend may be due to understated sales or overstated accounts 
receivable. Arthur should carefully review the year-end 
cutoff for sales to verify that sales are not understated. He 
should also satisfy himself that there are no unrecorded sales.
Arthur should verify that the accounts receivable are 
fairly stated at year end. He should check that lapping has not 
occurred. Furthermore, he may wish to expand his normal 
confirmations to cover a larger proportion of the receivables. 
In addition, Arthur should satisfy himself that the accounts 
receivable balance includes only bona fide trade receivables.
The changed ratio does not automatically imply that an 
account is misstated. It merely highlights an area for further 
inquiry. It is possible that the changed ratio is perfectly valid 
and that the related accounts are fairly stated. If this is so, the 
auditor should satisfy himself as to the cause of the changed 
ratio. For example, RCT may have increased sales by being 
less “selective” of its customers. Furthermore, tighter 
economic conditions may have caused customers to pay their 
bills more slowly. By inquiry with sales managers, Arthur 
may find out if there has been a change in the sales mix of 
products with varying credit terms.
Accounts payable
1975 1974
Current ratio (current assets 
divided by current li­
abilities) 2.68 to 1 2.49 to 1
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The increased current ratio was due to an increase in 
current assets greater than the increase in current liabilities. 
Increases in both current assets and current liabilities are 
warranted because activity has increased from 1974 to 1975, 
but the major increase in current liabilities has been income 
taxes. The income taxes each year are directly proportional 
to that year’s income before federal income taxes; therefore, 
the amount of income taxes is logical, assuming that Arthur 
is satisfied that each year’s income before taxes is fairly 
stated. The accounts payable, however, have declined. Arthur 
should satisfy himself that the accounts payable are fairly 
stated. He should consider the use of confirmation requests 
and check that the cutoff of payables was handled properly. 
He should carefully search for unrecorded payables. He 
should investigate substantial decreases in long-term liabil­
ities and should ascertain that current maturities of long-term 
liabilities are properly reported in the balance sheet.
A ratio which is inconsistent from one year to the next 
does not necessarily imply errors. The essence of ratio 
analysis is to point out areas where further investigation is 
warranted. The auditor must satisfy himself that the accounts 
are fairly stated and that the change is justified.
Answer 6
A program for accumulated depreciation and depreci­
ation expense accounts should include the following:
1. Review internal control procedures over the 
computation and determination of depreciation 
charges.
2. Review company manuals or other management 
directives that set forth depreciation policies to 
determine whether the methods are carefully 
designed and intended to allocate costs of plant and 
equipment equitably over their useful lives.
3. Determine the propriety of estimated salvage values 
for fixed assets.
4. Consider the Internal Revenue Service’s ‘Class Life 
Asset Depreciation Range (ADR) System” for 
applicability to the client’s assets.
5. Inquire whether extra working shifts or other 
conditions of accelerated production are present 
which might warrant adjustment of normal depre­
ciation rates.
6. Discuss with executives the possible need for 
recognition of extraordinary obsolescence resulting 
from inventions, design changes, or economic 
developments.
7. Obtain or prepare a summary analysis of depre­
ciation allowances for the major property classifica­
tions as shown by the general ledger control 
accounts, listing beginning balances, provisions for 
depreciation during the year, retirements, and 
ending balances.
8. Compare beginning balances with the adjusted 
amounts in last year’s working papers.
9. Determine that the totals of accumulated depre­
ciation recorded in the plant and equipment 
subsidiary records agree with the applicable general 
ledger control accounts.
10. Compare depreciation rates and methods used in 
the current year with those employed in prior 
years and investigate any variances.
11. Review computations of depreciation provisions for 
a representative number of units and trace to indi­
vidual records in the property ledger. Be alert for 
excessive depreciation on fully depreciated assets.
12. Compare credits to accumulated depreciation 
accounts for the year’s depreciation provisions with 
debit entries in related depreciation expense 
accounts.
13. Verify deductions from accumulated depreciation 
for assets retired by tracing deductions to the 
working papers, analyzing retirements of assets 
during the year, and testing the accuracy of 
accumulated depreciation to the date of retirement.
14. Examine intercompany, interdivision, and inter­
plant transfers.
15. Review the most recent audit report on depre­
ciation made by the auditors from the Internal 
Revenue Service and determine whether provisions 
and rates have been adjusted, when necessary, to 
agree with the findings of the Internal Revenue 
Service.
16. Compare the percentage relationships between 
accumulated depreciation and related property 
accounts with those prevailing in prior years and 
discuss significant variations from the normal 
depreciation program with appropriate members of 
management.
17. Review appropriateness of proposed disclosure of 
depreciation methods, annual expense, and accu­
mulated provisions.
18. Summarize conclusions as to whether all material 
elements of accumulated depreciation and depre­
ciation expense have met the financial statement 
objectives.
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Answer 7
Item
No. Type o f  Change
Should A  uditor’s 
Report Be 
Modified?
Should Prior 
Year’s Statements 
Be Restated?
1. An accounting change involving a change from one 
generally accepted accounting principle to another 
generally accepted accounting principle.
Yes Yes
2. An accounting change involving a change in an 
accounting estimate.
No No
3. An error correction not involving an accounting 
principle.
No Yes
4. An accounting change involving a correction of an 
error in principle which is accounted for as a cor­
rection of an error.
Yes Yes
5. An accounting change involving a change in the 
reporting entity which is a special type of change 
in accounting principle.
Yes Yes
6. An accounting change involving both a change in 
accounting principle and a change in accounting 
estimate. Although the effect of the change in 
each may be inseparable and the accounting for 
such a change is the same as that accorded a 
change in estimate only, an accounting principle is 
involved.
Yes No
7. Not an accounting change but rather a change in 
classification.
No Yes
8. An accounting change from one generally accepted 
accounting principle to another generally accepted 
accounting principle.
Yes No
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(Commercial Law)
May 9, 1975;8:30 A.M. to 12:00 M.
Answer 1 Answer 2
1. a 9 .b 17. a 25. a
2. d 10. b 18. c 26. b or c*
3 .d 11.a 19. c 27. a
4. a 12. a 20. d 28. c
5.b 13. c 2 1 .a 29. b
6. d 14. c 22. d 30. c
7. d 15. d 23. c 31. c or d*
8 .c 16. c 24. b 32. b
Answer 3
33. d 4 1 .d
34. b 42. c
35. c 43. a
36. b 44. c
37. c 45. a
38. b 46. b
39. b 47. c
40. a 48. c
*Either response was accepted as correct.
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Answer 4
a. Antitrust law in this area is not entirely free from 
doubt, but it appears that a Sage minority stockholder 
would have the right to bring a derivative action for 
violations of federal antitrust laws. The array of 
remedies available by the way of derivative action 
appears to include an action for injunction or for 
damages, or both, under the Clayton Act. Also, 
whether the damages could be trebled is not entirely 
clear, but the law does seem to permit treble damages 
to be recovered in a derivative action based on illegal 
exercise of corporate control.
Byron has probably violated the Clayton Act 
because its acquisition of Sage’s stock may be 
interpreted as resulting in a substantial lessening of 
competition in interstate commerce in several sections 
of the country. Because Byron’s action apparently 
caused Sage to be injured, shareholders of Sage may 
bring a derivative action on behalf of Sage to recover 
for the competitive injury sustained.
Directors of a corporation who breach their 
fiduciary duty to the corporation are liable in damages 
for the resulting corporate injury. Where directors 
willfully cause their corporation to engage in illegal 
antitrust activity, a breach of trust by the directors 
would be clear, and a cause of action to cure the 
breach would be available. Even though every violation 
of the antitrust laws does not constitute a breach of 
the directors’ fiduciary duty (of loyalty or care or 
both), here, Sage’s directors sold control of Sage to 
Byron, which may be deemed to constitute such 
willful conduct.
The Model Business Corporation Act, which has 
been adopted by a majority of jurisdictions, provides 
that any contract or other transaction between a 
corporation and one or more of its directors or any 
other corporation or entity in which one or more of its 
directors are directors or are financially interested shall 
be void or voidable because of such relationship or 
interest. This provision shall not prevail under each of 
the following circumstances:
•  If the fact of the relationship or interest is 
known or disclosed to the board of directors 
which authorizes or otherwise approves the 
contract or transaction by a vote sufficient for 
the purpose without counting the vote of the 
related or interested director(s).
•  If the relationship or interest is shown or 
disclosed to the stockholders entitled to vote, 
and they authorize or otherwise approve the 
contract or transaction.
•  If the contract or transaction is fair and 
reasonable to the corporation.
The Clayton Act provides that interlocking direc­
torates in competing corporations are illegal where the 
companies are engaged in interstate commerce and 
either corporation has net assets in excess of $1 
million. Although not indicated in the question, 
probably Sage or Byron, or both, are sufficiently large 
so that interlocking directorates would be illegal.
Assuming that interlocking directorates are illegal, 
such a situation would also probably constitute a 
breach by the Byron directors and officers of their 
duties to their corporation with attendant liability to 
Byron.
Sage may also have grounds for action against 
Byron, its directors, and its officers on the ground that 
Byron caused competitive injury to Sage; however, this 
theory would seem inappropriate because Sage may be 
held to have been at equal fault (in pari delicto).
b. Common stockholders of a corporation are entitled to 
dividends in cash or other property only when declared 
at the discretion of the board of directors, provided, 
however, that the corporation is not then insolvent or 
the payment of the dividends by the corporation 
would not render the corporation insolvent, and the 
board acts reasonably and in good faith. Where the 
capital of a corporation includes cumulative preferred 
stock, dividends on the corporation’s common stock 
may not be paid until the current preferred dividends, 
plus any arrearages, have been paid. Also, where a 
board does not declare a preferred dividend for a 
number of years, the directors may be held to have 
abused their discretion.
There is a serious question whether the directors 
acted in good faith in declaring and paying the 
dividends on the common stock. Whether or not the 
directors acted in good faith, they have clearly violated 
the rights of the preferred stockholders by having 
declared and paid dividends on the common stock 
without first declaring and paying the dividends on the 
preferred stock.
The Model Business Corporation Act provides that 
Burke can hold the directors jointly and severally liable 
for the amount of dividends improperly declared and 
paid.
Any director against whom a claim is asserted for 
the payment of a dividend and who is held liable shall 
be entitled to contribution from the shareholders who 
received such dividend knowing it to have been made 
in violation of the law. A director shall not be liable if 
he relied and acted in good faith upon financial 
statements of the corporation represented to him to be 
correct by the president or the officer of the 
corporation having charge of its books of account, or 
stated in a written report by an independent public or
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certified public accountant as fairly reflecting the 
financial condition of the corporation. Further, he 
shall not be liable if in determining the amount 
available for any dividend he, in good faith, considered 
the corporation’s assets to be the same value as their 
respective book values.
If Burke or the preferred stockholders are 
successful in having the $40,000 restored, the prefer­
red stockholders still probably cannot legally receive 
their full $160,000 of unpaid dividends because the 
balance of retained earnings (“earned surplus”) out of 
which the $160,000 of preferred dividends could be 
paid would be only $150,000. The $10,000 deficiency 
might come from additional paid-in capital (“capital 
surplus”) which is available to satisfy cumulative 
dividend rights “if at the time the corporation has no 
earned surplus and is not insolvent and would not 
thereby be rendered insolvent.” Assuming that sol­
vency is not a question, the payment of $160,000 
would exhaust “earned surplus” of $150,000 and, 
accordingly, would reduce “capital surplus” to 
$40,000 and total capital (net assets) to $1,140,000. 
But the liquidation preference of the preferred stock is 
$1,150,000, and the model act provides that distri­
butions from “capital surplus” shall not “be made to 
the holders of any class of shares which would reduce 
the remaining net assets of the corporation below the 
aggregate preferential amount payable in event of 
involuntary liquidation to the holders of shares having 
preferential rights to the assets of the corporation in 
the event of liquidation.” Although the model act is 
not entirely clear on this point, and it might be argued 
that a payment out of capital surplus to preferred 
stockholders is permissible inasmuch as the $1,150,000 
liquidation preference would be violated for the 
benefit of the very stockholders it was designed to 
protect, probably no capital surplus would be legally 
available from which the dividends on the preferred 
stock may be paid; hence, the maximum amount the 
preferred stockholders could receive would be 
$150,000, assuming insolvency is not at issue.
Answer 5
a. 1. Millard & Hans will prevail if the $15,000 fee is 
reasonable in relation to the extra work involved. 
The requirements and work involved in an SEC 
registration would undoubtedly not be considered 
to be within the scope of the “usual” examination 
of financial statements. In fact, a strong argument 
can be made that it is an extraordinary under­
taking. This is especially the case in light of the 
increased potential liability involved in the “certi­
fication” of financial statements to be used in 
connection with a public offering of securities. 
Hence, the fee for the additional work required 
for the registration statement would probably be 
collectible.
The court would be required to determine 
the meaning of the word “usual” as used in the 
context presented in the question. In doing so, the 
court would look to the “custom of the trade,” 
that is, what does the typical or normal under­
taking include, viewed objectively. Furthermore, 
it would seem that the court would also look to 
the scope of the duties previously performed 
under the existing oral retainer. Since this did not 
include SEC work, it would seem that this fact has 
a high evidentiary value in relation to Millard & 
Hans’ claim.
2. Millard & Hans should avoid relying only on oral 
understandings with its clients. Understandings 
should be stated in writing in what is ordinarily 
referred to as an engagement letter. Furthermore, 
if doubts should arise as to the scope of an 
engagement, the questions should be discussed 
with the client and resolved in advance, including 
additional fees that may be involved. Where 
appropriate, the sense of these discussions should 
be put in writing to avoid future misunder­
standings.
b. 1. The Securities Act of 1933 has significantly 
changed the duty and liability of CPAs who 
examine financial statements used as a part of a 
registration statement. The CPA has the burden of 
proving he was neither negligent nor fraudulent in 
examining the financial statements. The CPA may 
satisfy his burden of proof by showing that he 
made a reasonable investigation, had a reasonable 
basis for his belief, and did believe the financial 
statements he examined were fairly presented. 
The above duty is required at the date the registra­
tion becomes effective, not at the date of the 
financial statements.
Thus, Whitlow and Wyatt must continue to 
examine the financial statements after the date of 
its report thereon. The fact that the CPA’s 
performance was faultless as of the date of these 
statements does not excuse the CPA from the 
continuing obligation to investigate until the time 
of the effective date of the registration statement 
in order to determine whether any significant 
events have occurred subsequently which would 
materially affect the validity of these financial 
statements.
Since no privity requirement exists under the 
Securities Act of 1933, the CPA’s potential 
liability is extremely broad. The CPA firm faces 
potential liability to the purchasers of the one- 
million shares to the extent that the omitted 
disclosure of the tax assessment causes purchasers 
to lose money on their investment.
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2. The CPA should investigate matters affecting the 
financial statements until the effective date of the 
registration. Whitlow and Wyatt should, therefore, 
investigate the potential additional tax liability 
and not merely rely on Dunkirk. This investi­
gation should include reviewing Interstate’s tax 
returns for the periods in question. Whitlow and 
Wyatt should also review correspondence between 
the IRS and Interstate to ascertain the area(s) 
causing the assessment and to judge the possible 
validity of the assessment. Furthermore, the CPA 
firm should confirm with Interstate’s legal counsel 
the implications of the IRS assessment. Whitlow 
and Wyatt should discuss the situation with 
Interstate’s management to determine whether 
Interstate intends to contest the IRS assessment.
Whitlow and Wyatt should insist that Inter­
state disclose these facts to the SEC and that 
amended financial statements disclosing the tax 
liability or contingent liability, depending on the 
circumstances, be filed with the SEC.
3. No. Although a minority of state courts apply the 
privileged-communication rule to the CPA-client 
relationship, the federal courts do not follow this 
rule of evidence. Hence, the CPA firm had no 
choice but to honor the subpoena even though it 
did not prepare the client’s tax returns.
Answer 6
a. No. Ramrod has obtained a voidable preference as a 
result of taking a secured position with knowledge of 
insolvency within four months of the filing of the 
bankruptcy petition. Consequently, the trustee in 
bankruptcy can successfully set the preference aside.
b. 1. If the value of the assigned accounts receivable is
correct and the accounts are collectible, Ramrod 
will be able to assert rights against the debtors of 
DeMars, and the amount due from DeMars would 
be collected in full by Ramrod’s collecting on the 
security assigned.
For control purposes, Ramrod could record 
the assigned receivables in offsetting memo­
randum accounts which would be reduced as the 
accounts are collected.
If intervening financial statements are pre­
pared, the security for the receivables would be 
disclosed, probably in a footnote to the financial 
statements.
2. As an unsecured creditor, Ramrod would have the 
same legal standing as any other unsecured 
creditor. Thus, because Ramrod is an unsecured 
creditor, it appears that 10% of the receivable is 
the estimated amount collectible, and this may 
take considerable time to collect. These factors 
should be appropriately considered in determining 
bad debts expense for 1974 and the balance in 
allowance for doubtful accounts at December 31,
1974. Ramrod should also be careful to fully 
disclose the nature and status of this account 
receivable in its December 31, 1974, financial 
statements.
c. Yes. It would appear Ramrod is liable on its 
accommodation indorsement. Usually under older 
state law, a corporation could not act as an accom­
modation indorser (surety) without special authori­
zation in its charter. However, even under the older 
state law, there is some authority which holds that 
where there is a direct benefit to the corporation, such 
an undertaking is permissible. Moreover, even where 
the undertaking is deemed to be ultra vires, or beyond 
the corporate powers, most jurisdictions (under 
modern day statutes) would not permit the defense of 
ultra vires by Ramrod in an action brought against it 
by Local Lending. Even in the absence of a statute, a 
majority of courts would deny the defense in cases 
involving accommodation indorsements of commercial 
paper or in situations where a contract is not 
executory on both sides.
d. No. The surety is immediately liable upon default by 
the debtor. His obligation to the creditor requires 
immediate satisfaction regardless of any available 
collateral. This is the basic function of a surety.
e. Via the doctrine of subrogation, Ramrod will succeed 
to the rights of Local Lending which is a secured 
creditor. Having succeeded to a secured creditor status, 
Ramrod will be able to proceed to foreclose against the 
mortgaged property.
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Answer 7
a. No. Although a forged indorsement provides a de­
fense against one’s own bank for not following the 
order to pay the proper party, the Uniform Com­
mercial Code provides that “an indorsement by any 
person in the name of a named payee is effective 
i f . . .  an agent or employee in the name of the maker 
or drawer has supplied him with the name of the payee 
intending the latter to have no such interest.”
The rule, commonly known as “the fictitious 
payee rule,” is clearly applicable here. The secretary 
and timekeeper were the employees of the corporation 
and submitted the checks for the treasurer’s signature 
without intending the named payees to have any 
interest therein; they were fictitious. Their wrongful 
indorsement of the named payees is valid insofar as 
Marc is concerned. The only hope Marc might have for 
recovery against the banks would be to establish some 
gross negligence on the part of the banks which could 
be deemed sufficient to have put them on notice of the 
embezzlement. This is most unlikely, however.
b. Probably only $110. The $850 representing checks 
which had already been paid is not recoverable from 
the banks which had the money withdrawn from the 
accounts. The Uniform Commercial Code provides that 
a bank gives value when a check is paid or the amount 
is withdrawn. Under the circumstances, these banks 
would qualify as holders in due course of the checks 
even if they had not been paid. Here, having paid in 
good faith, they are free from liability. In addition, 
Marc’s bank has no liability for the $850 because the 
stop-payment order was too late; that is, it had already 
paid the other banks in question.
Under prior law there might be a real defense 
based upon a forged indorsement or unauthorized 
signature of the payee, which could be asserted against 
the banks involved. However, the Uniform Commercial 
Code has laid this problem to rest by providing that 
“an indorsement by any person in the name of a 
named payee is effective i f . . .  an agent or employee of 
the maker or drawer has supplied him with the name 
of the payee intending the latter to have no such 
interest.”
Obviously, from the facts of the situation pre­
sented, this rule is clearly applicable. Hence, there is no 
real defense available to Marc.
Without more facts it is impossible to determine 
whether Marc can recover on the $250 of checks paid 
after receipt of the oral stop-payment order. The oral 
stop-payment order is valid for 14 days; however, 
Marc’s bank must be afforded a reasonable opportu­
nity to act on the stop-payment order prior to taking 
any action (e.g., paying) on the checks. If in fact the 
bank was not afforded such reasonable opportunity to 
stop payment, it is not liable even though the 
stop-payment order was antecedent to payment. The 
information is not given regarding this question of fact.
The balance of $280 is not recoverable with 
the exception of the $110. Payment of this $110 item 
was effectively stopped and the instrument dis­
honored. Furthermore, the depository bank has not, 
and certainly will not, pay it. Therefore, the $110 will 
not be collectible against Marc.
The $100 check poses a different problem. 
Although a stop-payment order must be honored by 
the customer’s bank, wrongful payment will not result 
in liability to the payee bank unless the customer 
establishes the fact and amount of loss from wrongful 
payment. This problem lies with the fact that even if 
the bank had stopped payment, it was just too late to 
be of any benefit to Marc. That is, the depository bank 
had already paid the item and consequently would 
have the standing of a holder in due course vis-a-vis 
Marc. Hence, no loss was caused by the wrongful 
action by Marc’s bank. The same concept is applicable 
to the remaining check for $70, even though it was not 
wrongfully paid.
c. 1. No. Once a check is negotiable, no indorser can 
stop its negotiability. In legal effect, the restrictive 
indorsement “Pay only to Francis Factoring, Inc.” 
will be changed to “Pay to the order of Francis 
Factoring, Inc.” Thus, Francis can negotiate the 
check further by indorsement.
2. Yes. The elements of a holder in due course 
will not be affected by the restrictive indorse­
ment, by the fact that the check was certified, or 
by the fact that the check was postdated. Hills 
gave value, took it in good faith, had no know­
ledge of defenses, and the check had been properly 
indorsed by Benson and Francis.
3. Yes. In certifying the check the bank promises to 
honor the check when presented within a reason­
able time after the date payable, February 1,
1975.
4. No. While a drawer of a check is normally liable to 
pay the amount of the check if it is dishonored by 
the drawee-bank, this secondary liability of the 
drawer, Ford, was terminated when the check was 
certified at the request of a holder of the check, 
Francis Factoring.
5. No. Benson would also be released from the 
secondary liability he had as an unqualified 
indorser by the later certification of the check by 
Francis Factoring.
6. Yes. Certification of a check releases all parties 
who signed or become secondarily liable on the 
check before the certification, but all indorsers 
after the certification remain liable to pay on the 
check if the bank does not.
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Answer 1 Answer 2
1.d 11.b 2 1 .a 3 1 .c
2. a 12. a 22. a 32. d
3 .d 13. d 23. d 33. a
4. c 14.b 24. c 34. c
5. c 15 .c 25. b 35. d
6. d 16. d 26. d 36. d
7. a 17. a 27. c  37. b
8 .d 18.b 28. d 38. b
9 .b 19. a 29. b 39. b
10.b 20. d 30. a 40. b
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Answer 3
a. When publicly traded companies report summarized 
interim financial information to their securityholders 
at interim dates, the following data should be reported, 
as a minimum:
•  Sales or gross revenues, provision for income 
taxes, extraordinary items, cumulative effect of 
a change in accounting principles, and net earn­
ings.
•  Primary and fully diluted earnings per share data 
for each period presented.
•  Seasonal revenues, costs or expenses, and con­
tingent items.
•  Disposal of a segment of a business and extra­
ordinary, unusual, or infrequently occurring 
items (including related income tax effects).
•  Changes in accounting principles or estimates, 
including significant changes in estimates or 
provisions for income taxes.
•    Significant changes in financial position.
When summarized interim financial data are reg­
ularly reported on a quarterly basis, the foregoing 
information with respect to the current quarter and 
the current year-to-date or the last twelve-months-to- 
date should be furnished together with comparable 
data for the preceding year. When a separate fourth 
quarter report or disclosure of the fourth quarter 
results is not included in the annual report, material 
year-end adjustments, extraordinary items, and dis­
posals of segments of a business should be disclosed 
in the annual report in a note to the financial 
statements.
Management should provide commentary relating 
to the effects of significant events upon the interim 
financial results, similar to its commentary in annual 
reports. Published balance sheet and funds flow data at 
interim dates are desirable, but disclosure of significant 
changes in financial position or funds flow should be 
presented as a minimum.
b. There are two general weaknesses in the form and 
content of presentation of the first quarter informa­
tion: ( l )  some information in the statement needs 
further explanation and (2) additional financial state­
ments or summarized data should be presented and 
explained as appropriate in the circumstances. (See 
discussion presented in a.)
The major weakness in the first quarter report is 
that it is misleading because the company is expecting 
a profit for the year, not a loss as normally would be 
assumed from the published report alone. Both sales 
and production were equal to the units budgeted for 
the first quarter, and if actual activity continues as 
planned for the rest of the year, Anderson will show a 
profit of $371,250 ($450,000 -  [$175,000(1-.55)]) 
for 1975. Thus, Anderson should indicate in the 
interim report that sales, production, and net income 
(loss) are in line with expectations, as related to 
budgeted data and first quarters of prior years.
No other weakness in form and content is evident, 
except as discussed below in c.
c. 1. The treatment of underapplied fixed factory 
overhead as an asset in this situation is the 
preferred method of accounting. The expected 
year-end result is that actual production will 
exactly equal budgeted production upon which 
the standard was based; thus, no volume variance 
should exist at year end.
2. The manner in which the selling, general, and 
administrative expenses were handled in the 
report is the preferred method. These costs are 
not inventoriable, they cannot be associated 
directly with the product, and they have been 
incurred at expected levels. Thus, they should be 
expensed as period costs when incurred or be 
allocated among interim periods based on the 
estimate of time expired, benefit received, or 
activity associated with the periods.
3. The warehouse fire loss is an extraordinary item 
that should be appropriately disclosed in the 
interim financial report, net of income tax effect. 
In this situation the $175,000 loss should be 
reduced by the effective income tax reduction of 
$96,250. Thus, the loss should reduce net income 
by $78,750 ($175,000 -  $96,250), and the 
nature of the loss should be appropriately 
explained in the commentary accompanying the 
quarterly data.
4. A negative income tax expense (an income tax 
benefit) should have been included in the interim 
report. The $35,000 loss from regular operations 
should have been reduced by $19,250 ($35,000 x 
55%), the expected tax reduction to be realized 
from profitable operations during the remaining 
three quarters of 1975. The tax effect benefits 
resulting from losses that arise in the early portion 
of the year should be recognized only when 
realization is assured beyond any reasonable 
doubt. An established seasonal pattern of losses in 
early interim periods, offset by income in later 
interim periods, should constitute sufficient evi­
dence that realization is assured beyond reason­
able doubt — unless other evidence contradicts 
this conclusion.
5. Primary and fully diluted earnings per share data 
for each period presented should be included in 
the interim report when a company meets the 
conditions requiring both earnings per share 
computations. Because Anderson has a simple 
capital structure, it must show only the primary 
earnings per share figures. In the situation 
presented, there should have been a per share 
amount for the loss, for the extraordinary item, 
and for the sum of the two.
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Answer 4
a. In accounting for a business combination by the 
purchase method, the principles normally applicable 
under historical-cost accounting for recording asset 
acquisitions should be followed. Acquiring assets in a 
group requires not only ascertaining the cost of the 
assets as a group but also allocating the cost to the 
individual assets which comprise the group.
Asch has paid $1 million for Bacher’s net assets; 
or stated differently, Asch has paid $1 million and 
assumed Bacher’s liabilities in payment for the assets 
acquired. In the process of consolidating Asch and 
Bacher, a value must be placed on both the assets 
acquired and the liabilities assumed. First, all identifi­
able assets acquired in the combination, either indivi­
dually or by type, whether or not shown in the 
accounts of Bacher, should be assigned a portion of the 
cost equal to their fair value at acquisition date. 
Second, all liabilities assumed in the combination, 
whether or not shown in the accounts of Bacher, 
should be assigned a value equal to the discounted 
present value of the amount owed. Third, the excess of 
the investment cost over the sum of the amounts 
assigned to identifiable assets acquired, less the 
liabilities assumed, is evidence of unspecified intangible 
values, usually identified as goodwill.
The sum of the market or appraisal values of 
identifiable assets acquired less liabilities assumed may 
exceed the $1 million cost to Asch. If so, the values 
otherwise assignable to noncurrent assets acquired, 
except long-term investments in marketable securities, 
should be reduced by a proportionate part of the 
excess to determine the assigned values.
Applying this procedure in valuing the assets and 
liabilities may result in reducing the values of these 
noncurrent assets to zero and, possibly, leaving a 
remaining deferred credit, sometimes referred to as 
“negative goodwill.” This deferred credit should not be 
recognized until identifiable noncurrent assets, other 
than long-term investments in marketable securities, 
have been reduced to zero value for consolidated 
statement purposes. The existence of this deferred 
credit would coincidentally mean that the fair value of 
current assets and long-term investments in marketable 
securities, less liabilities assumed, exceeds the amount 
($1 million) paid for the net assets of Bacher.
b. In applying the pooling-of-interests method, the 
recorded assets and liabilities of Asch and Bacher will 
become the recorded assets and liabilities of the 
combined companies. The resulting consolidated 
balance sheet therefore recognizes those assets and 
liabilities recorded in conformity with generally ac­
cepted accounting principles by the separate com­
panies on January 2, 1975, the date the combination 
was consummated.
The consolidated balance sheet shows the histor­
ical-cost based amounts of the assets and liabilities of 
Asch and Bacher because the existing basis of 
accounting continues in a pooling of interests. How­
ever, the separate companies may have recorded assets 
and liabilities using different methods of accounting, 
and those amounts should be adjusted to the same 
basis of accounting if the change would otherwise have 
been appropriate for the separate company. The 
stockholders’ equities of both companies are also 
combined as part of the pooling-of-interests method 
of accounting. The consolidated amount of capital 
stock and capital in excess of par or stated value of 
outstanding stock of the separate companies becomes 
paid-in capital for the consolidated entity. Similarly, 
retained earnings or deficits of the separate companies 
are combined and recognized as retained earnings of 
the consolidated entity. The balance to be reported for 
capital stock of the combined companies should equal 
the par or stated value of Asch’s stock outstanding 
immediately after the combination. If the combined 
par or stated values of the predecessor companies’ 
stock outstanding exceed the par or stated value of 
Asch’s stock outstanding after the combination, the 
excess should be added to the combined additional 
paid-in capital. If the par or stated value of Asch’s 
stock outstanding after the combination exceeds the 
sum of the par or stated value of the stock outstanding 
of both companies before the combination, the 
difference should be deducted first from the combined 
additional paid-in capital, and if this is insufficient, the 
remainder should be deducted from the combined 
retained earnings.
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Answer 5
Item
Number
How and Why the Amount o f  Cost o f
Goods Sold Should Have been Affected
How and Why the Amount o f  A ny Other 
Account Should Have been Affected
(1) In applying the FIFO inventory method, the begin­
ning inventory cost should be included in cost of 
goods sold because these units are presumed to have 
been the first units sold.
The beginning inventory cost has no effect on any 
account but cost of goods sold when using the FIFO 
inventory method.
(2) The cost of purchases is inflated by the amount of 
trade and cash discounts. The cost of purchased 
merchandise should be included in the cost of goods 
sold computation at the agreed purchase price of the 
merchandise, not at the vendors’ catalog list price. 
Accordingly, the purchases amount (vendors’ catalog 
list price) must be reduced first by the trade discounts 
allowed, which are computed as follows (where X 
equals vendors’ catalog list price): .2X + .1 (X-.2X). 
When reduced by the trade discounts allowed, the 
vendors’ catalog list price should be further reduced 
by the amount of cash discounts allowable. Accord­
ingly, Leininger’s net cost of merchandise purchased 
for the year was the catalog list price of the merchan­
dise minus both the trade discounts and cash dis­
counts, and is the amount that should be included in 
the ending inventory and cost of goods sold compu­
tation.
The amounts of trade discounts and cash discounts 
were inappropriately recorded as revenue by 
Leininger. These amounts should be eliminated from 
revenue (debit) with the credit to merchandise as a 
reduction of the cost of merchandise purchased. 
Revenue should be recognized on the sale of 
merchandise, not on its purchase. To fully achieve 
this result, an account should be created for cash 
discounts lost with the corresponding credit to 
merchandise as a reduction of the cost of merchan­
dise purchased. Cash discounts lost should be 
reported as an expense or as a loss in the earnings 
statement. (It is important to note that trade 
discounts are not recognized in accounting for 
purchases of merchandise; that is, the trade discounts 
are deducted from the vendors’ catalog list price to de­
termine the amount to be recorded. Further, using the 
preferred theoretical method as described here, cash 
discounts are not recognized unless they are lost.)
(3) Freight-in is a cost of securing the merchandise and 
getting it into condition for sale. Thus, it is a cost 
that should be included pro rata in ending inventory 
and cost of goods sold.
Freight-in is an inventoriable cost that should be 
included pro rata in ending inventory and cost of 
goods sold.
(4) Insurance on merchandise in transit is also a cost of 
securing the merchandise and getting it into condition 
for sale. Thus, it is a cost that should be included pro 
rata in ending inventory and cost of goods sold.
Insurance on merchandise in transit is an inventori­
able cost that should be included pro rata in ending 
inventory and cost of goods sold.
(5) The cost of the merchandise sold was charged and 
credited to the proper accounts, but the amount is 
incorrect. The correct amount of the charge to cost of 
goods sold when using the FIFO inventory method 
should be the cost of the beginning inventory plus the 
appropriate proportion of the cost of net purchases.
Net purchases are calculated by deducting trade 
discounts allowed and cash discounts allowable from 
vendors’ catalog list price and adding the total of 
freight-in and insurance costs.
The cost of the ending inventory is incorrect for the 
same reason given in the adjacent column for cost of 
goods sold. The amount of the ending inventory 
should include the cost of the inventory on consign­
ment.
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How and Why the Amount o f Any Other
Account Should Have been Affected
Item How and Why the Amount o f  Cost o f
Number Goods Sold Should Have been Affected
(6) The shipment of merchandise on consignment has no
effect on cost of goods sold.
The sale of one-third of the goods on consign­
ment should increase cost of goods sold by its share 
of costs appropriately associated with it. In this 
situation the amount charged to cost of goods sold 
should be one-third of the net cost of the consigned 
goods plus one-third of the freight-out on consigned 
goods.
(7) The freight charge on consigned goods is a proper 
cost to be prorated between the cost of goods sold 
and ending inventory; the proration should be based 
on the proportion of the consigned goods sold and of 
the consigned goods in ending inventory.
(8) Freight-out is a selling expense that will have no 
effect on cost of goods sold.
There are two problems with this item: the amount is 
incorrect and the debit was made to the wrong 
account. (Actually, the entry should not have been 
made at all because no sale has taken place.) If for 
some reason the entry was made, it should have been 
to a separate inventory on consignment account in an 
amount equal to the appropriate portion of the cost 
of net purchases.
Although no accounts receivable should have 
been recorded at the time of the consigned 
merchandise shipment, a receivable for the net 
amount due from Lee should be included on 
Leininger’s February 2 8 ,  1975, statement of financial 
position. The statement should also include two- 
thirds of the cost of the consigned inventory plus 
two-thirds of the freight-out on consigned merchan­
dise in the ending inventory total. The earnings 
statement should include sales for the one-third of the 
consigned merchandise sold and the related commis­
sions and advertising expenses as selling expenses.
The freight charge is an inventoriable charge that 
should be prorated between cost of goods sold and 
ending inventory as described in the adjacent column.
The freight-out should be appropriately classified as a 
selling expense in the earnings statement.
Answer 6
a. The most significant difference in purpose between 
municipal accounting and commercial accounting is 
that commercial enterprises are operated for profit, 
which places much emphasis on the proper determina­
tion of periodic earnings. Governmental units are 
primarily concerned with providing services to their 
citizens at minimum cost and reporting on the 
stewardship of public officials with respect to public 
funds, which places much emphasis on budgetary 
controls. However, some municipal units perform 
commercial services that are generally secondary to 
their tax-financed primary services.
Another difference in accounting purpose is that 
municipal accounting operations are controlled by 
legal provisions in constitutions, charters, and regula­
tions having the force and effect of law. Because of 
these legal provisions and the diversity of its govern­
mental operations, a municipality cannot use a single, 
unified set of accounts for recording and summarizing 
all financial transactions. If there is a conflict between 
legal provisions and generally accepted accounting 
principles applicable to governmental units, legal
provisions should take precedence to the extent that 
the accounting system must enable the ready dis­
closure of compliance. However, for financial report­
ing purposes, generally accepted accounting principles 
must take precedence. Commercial enterprises usually 
are not controlled by charters that are as restrictive; 
therefore, their accounting systems are designed 
differently.
Legislative action may limit the use of certain tax 
revenues for expenditure on particular programs, the 
methods of tax collection, or the rates of tax assess­
ment. Such provisions must be reflected in the ac­
counting system and be appropriately disclosed in 
the municipality’s financial statements as a report on 
the stewardship of public officials with respect to 
public funds.
In governmental accounting all required accounts 
are organized on the basis of funds, each of which is 
independent of the other. Each fund must be so 
accounted for that the identity of its resources, 
obligations, revenues, expenditures, and fund balance 
is continually maintained. These purposes are accom­
plished by providing a complete self-balancing set of 
accounts for each fund.
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The basis of accounting for the reporting on govern­
mental units is often different from that used by 
commercial enterprises. For example, the accrual basis of 
accounting is recommended for all funds except the 
general, special revenue, and debt service funds, which 
should be accounted for by the modified accrual method. 
The modified accrual method is recommended for these 
funds because some of their revenue sources are difficult to 
estimate in advance and frequently come into existence 
only a short time before receipt.
Generally, fair presentation of financial position and 
results of operations in conformity with generally accepted 
accounting principles requires that the financial statements 
of each fund include a statement of financial position, a 
statement of revenues and expenditures (and encumbrances 
where appropriate), and a statement of changes in fund 
balance. In contrast, however, a commercial enterprise 
would usually prepare a statement of financial position, an 
earnings statement, a statement of retained earnings, and a 
statement of changes in financial position. The statement of 
revenues and expenditures of the general fund and certain 
special revenue funds should include a comparison with a 
formal budget in order to conform with generally accepted 
accounting principles; there is no such requirement for a 
commercial enterprise.
b. Inventories are often ignored in governmental ac­
counting because of an emphasis on budgeting rev­
enues against outlays (including encumbrances) 
without looking behind the outlays to determine 
the extent to which they represent actual usage or 
consumption. Put another way, there is an emphasis 
on the cash or fiscal aspects rather than the operational 
aspects. This is easy to understand when one considers 
that general-fund expenditures for firemen’s salaries 
and for the purchase of new fire trucks are accounted 
for in the same way.
However, inventories are not wholly ignored in 
governmental accounting. In those funds in which 
accounting parallels commercial accounting practice, 
such as utility or enterprise funds, inventories are 
taken into consideration. Similarly, in an intragovern­
mental service fund concerned with rendering service 
involving the consumption of supplies or the delivery 
of stores to other funds and activities, the inventories 
of supplies or stores are taken into consideration in 
computing billings to departments serviced.
Inventories can and should be taken into con­
sideration when preparing budgets. A fund, such as a 
general fund, having departments that possess large 
inventories at year end obviously has need for smaller 
appropriations for the coming year than it would if 
those departments had zero inventories.
c. In municipal accounting the assigning of cost of assets 
with lives extending over several years to accounting 
periods through depreciation is not followed except in 
enterprise funds (utilities) or intragovernmental service 
funds. Because governmental general-obligation credit 
does not rest upon financial condition but upon the 
power to tax, valuation is not significant.
There are four reasons for computing depreciation 
for governmental units: (1) profit measurement for 
enterprise and intragovernmental service funds, (2) 
cost accounting for services and programs, (3) measure­
ment of a cost to be included in the basis for 
reimbursements or grants, and (4) systematic amorti­
zation of cost to recognize use or obsolescence. Thus, 
the primary purposes of computing depreciation on 
fixed assets of municipalities are to charge users with 
their share of the cost of governmental services and to 
evaluate the efficiency of programs.
Answer 7
Statement I
The accounting profession has never required that 
published financial statements be adjusted for general 
price-level changes, but it has seriously discussed, con­
sidered, and recommended such adjustments. Examples of 
this consideration are illustrated by Accounting Research 
Study No. 6, Accounting Principles Board Statement No. 3, 
the proposed Financial Accounting Standards Board state­
ment, and numerous published articles. In Statement No. 3 
the Accounting Principles Board recommended that general 
price-level adjusted financial statements should be pre­
sented as a supplement to the basic historical-dollar 
financial statements.
The rate of inflation may be immaterial for any given 
year. However, the rate has been considered material in 
recent years and it certainly has been material when 
considering a period of years. Because corporations 
generally publish financial statements for a series of years, 
the cumulative effect of price-level adjustments on these 
statements would be material. Furthermore, financial 
statements often contain LIFO inventories, long-lived 
assets, and other amounts incurred two or more years 
earlier that should be adjusted for general price-level 
changes to make the amounts more relevant and more 
easily understood.
General price-level adjusted financial statements are 
not a departure from, but an extension of, historical-cost 
financial statements. The historical-cost amounts are ad­
justed for changes in the general price level by use of an 
index. Thus, the dollar amounts contained in general 
price-level adjusted financial statements are historical-cost 
amounts adjusted for the change in the purchasing power of 
the dollar.
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The argument for the use of facts, not estimates, 
should have no bearing on this discussion. Accounting is 
replete with estimates, such as estimates of asset lives for 
depreciation purposes, uncollectible accounts, income taxes 
expense, and many others. The average change in price 
levels is objectively determined (not a simple estimate) and 
could be used to present the facts in a more useful form.
Statement II
General price-level adjusted costs have no direct 
relationship to replacement costs. Depreciation is historical 
in nature and is not concerned with asset replacements; it is 
a process of cost allocation, not funding for asset 
replacements. Depreciation and price-level adjustments 
could be considered remotely related if, for example, net 
earnings were reduced by price-level adjustments, which in 
turn caused management to reduce dividends and thereby 
retain some assets that would otherwise have been paid out 
as dividends.
General price-level adjusted data would approximate 
current values only by coincidence. General price-level 
indexes are based on the average change in prices in the 
economy, not on changes in specific asset costs or industry 
prices. Current values are usually based on specific asset 
prices or asset appraisal values. These are usually a function 
of technology and supply and demand for these particular 
assets, rather than the general effect of inflation or 
deflation.
Management could probably make better decisions 
with price-level adjusted data than with unadjusted data, 
but there is a difference in purpose between internal and 
external reporting. Internal financial information for 
management decisions can be in any form that management 
desires. Internal financial reports are not bound by 
generally accepted accounting principles; they are prepared 
with the objective of maximum benefit to management and 
may be in any form or style management feels is the most 
useful. Thus, whether general price-level adjusted financial 
statements are published or not, management should make 
decisions on what it believes is relevant information.
Statement III
There is a difference between classifying assets and 
liabilities as (1) current and noncurrent and (2) monetary 
and nonmonetary. Some current assets and current liabili­
ties are monetary and some are nonmonetary, while some 
monetary assets and liabilities are current and some are 
noncurrent. The classification of an asset or liability as 
current is based on a period of 12 months or the operating 
cycle, whichever is longer. The classification of an asset or 
liability as monetary is based on whether it is cash or some 
other asset or liability whose amount is fixed by contract or 
otherwise in terms of numbers of dollars regardless of 
changes in specific prices or in the general price level.
With adjustments for general price-level changes, 
purchasing-power gains and losses are recognized on the 
holding of monetary items, but not on nonmonetary items. 
If monetary assets exceed monetary liabilities, the company 
is said to be a net monetary creditor. When the monetary 
assets are less than monetary liabilities, the company is said 
to be a net monetary debtor. The net monetary position 
and the amount and the direction of the change in the 
general price level will determine the price-level gain or loss. 
For example, if the company is a net monetary debtor, it 
will show a purchasing-power gain during an inflationary 
period and would show a purchasing-power loss during a 
deflationary period.
Restatement of nonmonetary items for changes in the 
general level of prices will have no effect on the amount of 
the purchasing-power gain or loss. It will simply cause 
historical-dollar amounts to be stated in current-dollar 
amounts of equal purchasing power.
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ACCO UNTING  PRACTICE —  PA R T I
November 5, 1975; 1:30 to 6:00 P.M.
Answer 1 Answer 2
1. a 10. d 18. c 27. d
2. b 11. d 19. a 28. b
3. a 12. a 20. c 29. b
4. c 13. c 2 1 .b 30. a
5. a 14. d 22. b 3 1 .c
6. d 15. c 23. c 32. c
7. d 16. a 24. c 33. b
8. a 17. b 25. a 34. d
9. b 26. c 35. d
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Answer 3
Plentiful Heat Company
ADJUSTMENTS TO CORRECT FINANCIAL STATEMENTS
June 30, 1975 June 30, 1974
Explanation
Income 
Statement 
Dr. (Cr.)
Balance
Sheet
Dr. (Cr.) Account
Income 
Statement 
Dr. (Cr.)
Balance
Sheet
Dr. (Cr.) Account
Reclassification of items from accounts 
receivable and to write off accounts 
known to be uncollectible
$11,800
80,000
(91,800)
Receivables from officers 
Allowance for doubtful accounts 
Accounts receivable
1975 provision for doubtful accounts 
(2% of 1975 sales of $4,907,000)
$98,140
(98,140)
Provision for doubtful accounts 
Allowance for doubtful accounts
Correction of inventory omission 17,280
(17,280)
Cost of service and repairs 
Retained earnings
(beginning of year)
$(17,280)
$17,280
Cost of service and repairs 
Inventory, spare parts
Adjustment of merchandise return 
($5,000 — ($5,000 ÷ 125%) $4,000)
5,000
1,000
(5,000)
(1,000)
Sales returns, spare parts
Cost of service and repairs 
Accounts receivable
Inventory, spare parts
Unearned revenue from 1974 service contracts 
($34 per contract) (Schedule 1)
(13,600)
13,600
Revenue from service and repairs 
Retained earnings
(beginning of year)
13,600
(13,600)
Revenue from service and repairs 
Service contract unearned
revenue (400 x $34)
Unearned revenue from 1975 service contracts 
($34 per contract) (Schedule 1)
20,400
(20,400)
Revenue from service and repairs 
Service contract unearned
revenue (600 x $34)
Adjustment of purchase price of land 
(Schedule 2) (6,000)
11,100
(5,100)
Land
Selling, general, and admin­
istrative expenses
Capital in excess of par
Correction of prepaid expenses 48,000
(72,000)
24,000
Lease deposits
Prepaid expenses
Retained earnings
(beginning of year)
24,000
48,000
(72,000)
Lease deposits
Prepaid expenses
Selling, general, and admin­
istrative expenses
Correction of amortization of leasehold 
improvements
450
(450)
Selling, general, and admin­
istrative expenses
Accumulated amortization of 
leasehold improvements
Correction of incentive commission account (18,000)
18,000
Selling, general, and admin­
istrative expenses
Retained earnings 
(beginning of year)
18,000
(18,000)
Selling, general, and admin­
istrative expenses
Other accruals
Net adjustments to correct statement 
of income $104,670 104,670 Retained earnings $38,320 38,320 Retained earnings
$ - 0 - $ - 0 -
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Schedule 1
Computation o f Service Contract 
Unearned Revenue Per Contract
Unearned inspection and clean­
ing fee
Balance of contract = $60 ÷  10 
months = $6 per month.
Unearned revenue = 4 
months (Sept. — Dec.) x $6
Schedule 2
Computation o f  Adjustment 
o f  Purchase Price o f  Land
Payment of cash
$10 Issuance of common stock:
300 shares x $27 (par 
value, $ 10 + capital 
in excess of par, $17)
24 Capitalizable costs:
$34 Property taxes in arrears $2,000
Net cost of building 
demolition ($20,000
-$16,000) 4,000
Adjusted cost of land
$110,000
8,100
Cost of land per balance 
sheet
6,000
124,100
113,000
$ 11,100
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Answer 4
Mr. and Mrs. Dupres
1974 FEDERAL INCOME TAX RETURN WORKSHEET
Description
Taxable 
Ordinary 
Income (Loss)
Short-Term 
Capital Gains 
and (Losses)
Long-Term
Capital Gains 
and (Losses)
Personal 
Deductions and 
Exemptions
Exempt Income 
and Nondeduct­
ible Items
Exemptions:
Mr. Dupres $ (750)
Mrs. Dupres (750)
Son, Thomas (750) $ 2,000
Father-in-law, Mr. Carmas (750) 3,660
Partnership—Dupres and Garner:
  Ordinary income ($54,000 x 50%) $27,000
Net short-term capital gain ($8,400 x 50%) $4,200
Net long-term capital loss ($22,200 x 50%) $(11,100)
Charitable contributions ($160 x 50%) (80)
Partners’ drawings ($61,000 x 50%) 30,500
Subchapter S Corporation—Marker Corporation:
Income from Subchapter S Corporation (Schedule 1) 6,900
Salary from Subchapter S Corporation 5,200
Loss from rental property (Schedule 2) (360)
Dupres family house—nonbusiness portion:
Property taxes (two-thirds of $3,300) (2,200)
Interest on mortgage (two-thirds of $2,700) (1,800)
Long-term capital gain recognized on sale (Schedule 3) 4,800
Ordinary loss on sale of Section 1231 assets (Schedule 3) (5,500)
Corporate stock received as gift (See note):
Income when received 4,300 or 4,500
Gain or loss on sale - 0 -
Other income (losses):
Sale on nonbusiness automobile (1,620)
Nonbusiness bad debt (700)
Interest from savings account 1,300
Dividends, Mutual Fund (Capital gain distribution) 1,200
Burglary loss ($340—$100) (240) (100)
Contributions to various charities:
Fair value of services for volunteer charity work (850)
Cash pledge to church—1974 ($180 paid in 1974) (180) (470)
Cash pledge to church—1973 ($140 paid in 1974) (140) (50)
Cost of stock given to Red Cross (125) (10)
Cash expenses incurred for volunteer charity work (60)
Cash paid to various indigent individuals (25)
Other expenditures:
Federal income taxes paid-in and withheld (8,000)
State income taxes paid-in and withheld (2,080)
State sales tax (220)
State gasoline tax (70)
Federal excise tax (50)
Fee for income tax return preparation (300)
Drugs and other medical expenses (402)
TOTAL $34,540 $ 3,500 $ (5,100) $1 0,897)
NOTE: Stock received as a gift is not taxable income to the donee. When the stock received as a gift was sold, there was no taxable 
gain or loss on the transaction because the selling price of the stock was higher than the fair market value of the stock at the date of 
the gift and lower than the donor’s basis.
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Schedule 1
Income From Subchapter S Corporation
Schedule 3
Sale o f  House and 
Other Rental Property
Rental Nonbusiness
Subchapter S current dividend
(not subject to dividend exclusion) $13,000 Cost (allocated) $34,000 $68,000
Undistributed taxable income 10,000 Depreciation 7,500 —
23,000 Adjusted basis 26,500 68,000
Percentage ownership 30% Selling price (allocated) 37,000 74,000
Mr. Dupres’ share $ 6,900 Section 1231 gain
No Section 1250 recapture
10,500
Schedule 2 because there is no excess 
depreciation
Loss From Rental Property Section 1231 loss on sale of
other rental property  (16,000)
Rental income $ 2,900 Net Section 1231 loss treated
Less expenses: as ordinary loss $ (5,500)
Depreciation $ 750 Realized gain $ 6,000
Utilities and maintenance 
Property taxes (one-third
510
Selling price (allocated) $74,000
of $3,300) 1,100 Cost of new house 69,200
Interest on mortgage (one- 
third of $2,700) 900 3,260
Recognized gain (because it is 
lower than realized gain) $ 4,800
Net loss $ (360)
97
Examination Answers —  November 1975
Answer 5
Materials $18
Direct labor 24
Variable factory overhead
($20 x 75%) 15
Cost per unit $57
d. 1) Actual quantity purchased at actual
price (18,000 x $.92) $16,560
Actual quantity purchased at
standard price (18,000 x $.90) 16,200
Materials price variance —
Unfavorable $ 360
b. Let X = number of units.
Y = selling price per unit.
Sales — variable costs — fixed costs = operating profit 
1.04XY -  69X -  $7,200 = $ 6,800
XY — 69X — $7,200 = $ 5,200
.04XY =$ 1,600
XY (total sales) = $40,000
Substitute in original equation to solve for X and Y:
X = 400.
Y = $100.
Note: The variable costs include variable selling, gen­
eral, and administrative expenses.
The fixed costs are computed as follows:
•  2,400 (normal direct-labor hours) ÷ 4 (hours per 
unit) = 600 (units).
•  600 x $12 (fixed costs per unit including fixed 
selling, general, and administrative expenses) = 
$7,200.
2) Actual quantity used at standard
price (9,500 x $.90) $ 8,550
Standard quantity allowed (500 
units x 20 yards) at standard 
price (10,000 x $.90) 9,000
Materials usage variance — Favorable $ 450
3) Actual hours at actual rate (2,100 x
$6.10) $12,810
Actual hours at standard rate (2,100
x $6) 12,600
Labor rate variance — Unfavorable $ 210
4) Actual hours at standard rate (2,100
x $6) $12,600
Standard hours allowed (500 units x
4) at standard rate (2,000 x $6) 12,000
Labor usage variance — Unfavorable $ 600
5) Actual total factory overhead $ 11,100
Budgeted factory overhead at stand­
ard hours $3,000 + ($3.75 x
2,000) 10,500
Controllable overhead variance —
Unfavorable $ 600
Total factory overhead per unit $20
Variable factory overhead per unit 
($20 x 75%)
Fixed factory overhead per unit
$15
($20 x 25%) 5
Total factory overhead per unit $20
Variable factory overhead rate per
direct-labor hour ($15  ÷ 4
direct-labor hours per unit) $3.75
6) Budgeted factory overhead at
standard hours $ 10,500
Applied total factory overhead
(2,000 hours allowed x $5) 10,000
Volume overhead variance —
Unfavorable $ 500
Fixed factory overhead rate per direct- 
labor hour ($5 ÷ 4 direct-
labor hours per unit) $1.25
Total fixed factory overhead 
($ 1.25 x 2,400 direct-labor hours) $3,000
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November 6,1975; 1:30 to 6:00P.M.
Answer 1 Answer 2
1. a 10. d 18. c 26. c
2. b 11. b 19. c 27. a
3. c 12. b 20. d 28. c
4. a 13. c 21. e 29. a
5. d 14. b 22. c 30. a
6. c 15. d 23. a 31. c
7. a 16. c 24. b 32. b
8. a 17. c 25. c
9. a
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Answer 3 Annual N et Cash Outlay Required on New Issue
a. Accounting Loss on Early Extinguishment
Reacquisition price of debt:
Face value $20,000,000
Call premium ($20,000,000 x 4%) 800,000
Total 20,800,000
Less: net carrying amount of debt:
Face value 20,000,000
Unamortized discount
($20,000,000 x 1½% x 3/4) (225,000)
Unamortized issue costs
($120,000 x  3/4) (90,000)
Total 19,685,000
Loss on early extinguishment $ 1,115,000
b . Net Cash Investment
Original issue:
Face value $20,000,000
Call premium 800,000
Duplicate interest
($20,000,000 x 6% x 1/12) 100,000
Total 20,900,000
Plus expenses of new issue 135,000
21,035,000
Less: Income tax savings:
Loss from part a. $1,115,000
Duplicate interest 100,000
1,215,000
Tax savings (see note) x 40% 486,000
Net cash outflow to redeem
original issue 20,549,000
Less proceeds from new issue 20,000,000
Net cash investment $ 549,000
Interest expense 
($20,000,000 x 5%)
Amortization of issue ex­
penses ($135,000 x 1/15)
Total expenses
Income tax savings 
($1,009,000x40%)
Net cash outlay
Annual N et
Net cash outlay on original 
issue
Net cash outlay on new 
issue
Net cash benefit per year
Note: For tax purposes, the unamortized discount, un­
amortized issue costs, and call premium on the original 
issue are written off in the year of extinguishment, and the 
issue costs for the new issue are amortized over the life of 
this new issue.
Book and
Tax Expense Cash Flow
$1,000,000 $1,000,000
9,000
$1,009,000
(403,600)
$ 596,400
Benefit
$ 711,600
596,400 
$ 115,200
d. 1. Payback
Net cash investment ÷ net cash benefit per year 
($550,000 ÷  $120,000) equals 4.58 years for the 
initial investment to be repaid. This is lower than 
the maximum payback period of 8 years which 
Realm adopted as a cutoff point for capital budg­
eting decisions; therefore, based on this criteria, 
the “investment” is desirable.
2. Present value
Use the factor for present value of an annuity in ar­
rears (5.575 x $120,000 = $669,000). This is the 
present value of the annual cash benefit discounted 
at Realm’s minimum desired rate of return. Because 
the present value of the benefit exceeds the present 
value of the net cash investment ($550,000), this 
“investment” is desirable.
c. Annual N et Cash Outlay Required on Original Issue
Interest expense
($20,000,000 x 6%)
Amortization of issue ex­
penses ($ 120,000 x 1/20)
Amortization of bond dis­
count (20,000,000 x 
1½% x  1/20)
Total expenses
Income tax savings 
($1,221,000 x 40%)
Net cash outlay
Book and
Tax Expense Cash Flow
$1,200,000 $1,200,000 
6,000
15,000
$1,221,000
(488,400)
$ 711,600
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Answer 4
a. City o f  Helmaville-General Fund
STATEMENT OF PROPERTY TAX LEVY REQUIRED
For the Fiscal Year Ending June 3 0 , 1977 
As o f  January 1 ,  1976
Requirements:
Estimated expenditures (January 1, 1976 -  June 30, 1976)
Repayment of tax-anticipation notes and interest (March 1976)
Proposed appropriations (July 1, 1976 — June 3 0 ,  1977)
General fund working balance required for July 1, 1977
Total requirements
Resources other than property tax levy:
Estimated balance in fund January 1, 1976
Estimated receipts from property taxes (January 1, 1976 — June 3 0 , 1976) 
Estimated revenue from investments (January 1, 1976 -  June 3 0 , 1977) 
Issuance of tax-anticipation notes (February 1976)
Total resources other than property tax levy 
Property tax levy required for fiscal year ending June 30, 1977
$1,900,000
201,500
4,300,000
175,000
$6,576,500
352,000
2,222,000
442,000
200,000
3,216,000
$3,360,500
b
Accounts
Dial County
Tax Agency Fund
Dial County 
General Fund
Eton City
General Fund
Bart Township 
General Fund
Debit Credit Debit Credit Debit Credit Debit Credit
Taxes receivable — current
Estimated uncollectible
current taxes
Revenues
To record each unit’s current tax 
levy net of the $10,000 charge 
back to Bart Township.
$3,600,000
$
$1,800,000 $590,000
100,000 $ 60,000
3,500,000 1,740,000
$ 40,000 
550,000
Taxes receivable for other funds 
and units
Tax agency fund balance
To record tax levies certified to
agency fund net of adjustment 
of $10,000.
$5,990,000
$5,990,000
Cash
Taxes receivable for other 
funds and units
To record receipt of first quarter 
payments.
1,440,000
1,440,000
Tax agency fund balance
Due to Dial County General
Fund
Due to Eton City General Fund 
Due to Bart Township
General Fund
To record liability to each unit.
1,440,000
875,520
423,360
141,120
Due to Dial County General Fund 
Due to Eton City General Fund
Due to Bart Township General Fund
Cash
To record remittance of cash.
875,520
423,360
141,120
1,440,000
Cash
Expenditures
Taxes receivable — current 
Miscellaneous revenue
875,520
864,000
11,520
423,360
8,640
432,000
141,120
2,880
144,000
To record receipt of distribution.
Note: See page 102 for computation of liability and distribution to other units
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Schedule 1
(Not Required)
Computation o f  Change in Accounting Principle
Depreciation on the double-declining- 
balance method to date:
1972 $150,000x20%= $30,000
1973 $120,000 x 20% = 24,000
1974 $ 96,000 x 20%= 19,200
Depreciation recorded on the straight- 
line method to date:
1972 $150,000x 10%= $15,000
1973 $150,000x 10%= 15,000
1974 $ 150,000 x 10% = 15,000
Effect of change in account­
ing principle.
$ 73,200
45,000
$ 28,200
Decrease in 1974 depreciation
($19,200-$15,000) $ 4,200
Cumulative effect on prior years of 
changing to straight-line method 
of depreciation 24,000
$ 28,200
Selling, general, and administrative
expenses as reported $ 1,200,000
Decrease in depreciation (per above) (4,200)
Reclassification of shutdown expenses 400,000
Adjusted selling, general, and adminis­
trative expenses $1,595,800
Schedule 2 
(Not Required)
Computation o f  Change in Accounting Estimate
Bad debt expense recorded during 1974 $ 30,000
Additional provision due to increase
in rate 60,000
Total bad debt expense $ 90,000
Selling, general, and administrative ex­
penses as reported $ 1,200,000
Additional provision for bad debt ex­
pense 60,000
Reclassification of loss on abandonment 400,000
Adjusted selling, general, and administra­
tive expenses $ 1,660,000
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November 6,1975; 8:30 A.M. to 12:00 M.
Answer 1 Answer 2
1. a 11 .a 2 1 .a 3 1 .b
2.c 12. c 22. a 32. b
3. d 13.b 23. b 33. c
4. d 14. a 24. a 34. d
5.b 15.b 25. b 35. b
6. a 16. d 26. c 36. d
7 .d 17. c 27. a 37. b
8. a 18. a 28. d 38. b
9. b 19. c 29. d 39. d
10. b 20. d 30. c 40. b
Answer 3
41. a 5 1 .c
42. c 52. b
43. d 53. b
44. d 54. d
45. c 55. a
46. b 56. d
47. d 57. c
48. c 58. c
49. a 59. b
50. c 60. a
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Scope Paragraph
1. The scope section reference to the financial state­
ments is inaccurate. The balance sheet examination 
is made as of a certain date, while the statement of 
income and retained earnings examination is made for 
the period ending on a certain date.
2. The standard reference to adherence to generally ac­
cepted auditing standards is omitted. All exam­
inations of financial statements should be conducted 
in accordance with these standards, and this should 
be noted in the scope paragraph.
3. The standard reference to tests of accounting records 
and other procedures considered necessary in the 
circumstances is omitted. Such reference is neces­
sary for a clear understanding of the scope of the 
work performed.
4. The reference to instructions from the client should 
be omitted because such reference might mislead 
readers into concluding that the client determined 
the adequacy of audit scope or that there was some 
limitation on the procedures.
5. The reference to a “complete” audit is unclear and 
should be omitted. It implies a detailed audit of all 
transactions, which is unnecessary and apparently was 
not performed. The auditor has already indicated in 
the first sentence that an audit was performed, and 
the remainder of the standard scope paragraph would 
adequately describe the nature of the examination, 
assuming that all necessary procedures were applied.
6. There is no reference to the statement of changes in 
financial position. This statement is one of the basic 
statements that must be presented by the company 
and should be examined by  the auditor and included 
in the audit report. If the company does not wish to 
present this statement, the middle paragraph should 
state that the company declined to present a state­
ment of changes in financial position for the year 
ended July 31, 1975, and that presentation of such 
statement summarizing the company’s financing 
and investing activities and other changes in financial 
position is required by Opinion No. 19 of the Ac­
counting Principles Board. In such a case the auditor 
should qualify the auditor’s report because the omis­
sion results in an incomplete presentation because it 
is a departure from an opinion of the Accounting 
Principles Board.
Answer 4
7. An auditor may decide against an opinion qualifica­
tion but still wish to emphasize explanatory material 
regarding the financial statements. That apparently 
was the intent here, but the subject matter of this 
paragraph is considered inappropriate for such treat­
ment. It is not directed toward clarification of the 
statements or disclosure of a subsequent event that 
actually has occurred. Rather, it may be typified as 
financial analysis and interpretation.
8. The last sentence is inappropriate because it might 
leave the readers with the impression that the scope 
of the examination was limited. In such circum­
stances, reports should not be issued which temper 
the qualification or disclaimer of opinion by the in­
clusions of expressions such as “nothing came to our 
attention that would indicate that sales have not been 
properly recorded.” Such negative assurance is not 
permissible.
Opinion Paragraph
9. The phrase “with the explanation given above” is not 
clear, does not denote an opinion exception, and 
should not be used in the opinion paragraph. If the 
auditor intends to provide additional explanatory 
material in the report without qualifying the opinion, 
the auditor should not refer to this material in the 
opinion paragraph.
10. If minor errors are immaterial individually and cumu­
latively, no reference to them should be made in the 
auditor’s report. Inserting such a comment might 
produce unwarranted doubts about the accuracy of 
the statements.
11. The auditor’s criteria for evaluating fairness are gen­
erally accepted accounting principles, and the report 
should make reference to them. Pronouncements of 
the Accounting Principles Board and Financial Ac­
counting Standards Board, which are cited as criteria 
in this report, constitute authoritative support for 
some generally accepted accounting principles, 
but they do not cover all aspects of financial ac­
counting and reporting. Other sources of support 
must be sought in areas where these opinions are 
inapplicable or lacking in coverage.
12. The reference to consistency is inadequate. The 
auditor’s responsibility is to indicate whether ac­
counting principles have been consistently applied 
in the current period in relation to the preceding
Explanatory (Middle) Paragraph
106
Auditing
period. Since only one year’s statements are pro­
vided, this requirement is not satisfied by noting 
that accounting principles were applied consistently 
throughout the period. The responsibility to express 
an opinion as to consistency is not affected by the 
circumstance that this is the auditor’s first audit or 
that only one year’s statements are provided. If the 
auditor cannot form an opinion as to consistency, 
he must disclaim an opinion.
Answer 5
a. The nature of a general purpose computer audit soft­
ware package is to provide computer programs that 
can process a variety of file media and record formats 
to perform a number of functions.
There are several types of general purpose 
computer audit software packages. A package may 
contain programs that create or generate other pro­
grams, programs that modify themselves to perform 
requested functions, or skeletal frameworks of pro­
grams that must be completed by the user.
A package can be used to perform or verify 
mathematical calculations; to include, exclude, or 
summarize items having specified characteristics; 
to provide subtotals and final totals; to compute, 
select, and evaluate statistical samples for audit 
tests; to print results in a form specified by the 
auditor; to arrange detailed items in a format or 
sequence that will facilitate an audit step; to com­
pare, merge, or match the contents of two or more 
files, and to produce machine-readable files in a for­
mat specified by the auditor.
b. Ways in which a general purpose computer audit 
software package can be used to assist in the audit 
of inventory of Boos & Baumkirchner, Inc., in­
clude the following:
1. Compare data on the CPA’s set of prepunched 
inventory count cards to data on the disc in­
ventory master file and list all differences. This 
will assure that the set of count cards furnished 
to the CPA is complete.
2. Determine which items and parts are to be test- 
counted by making a random selection of a 
sample from the audit deck of count cards or 
the disc inventory master file. Exclude from the 
population items with a high unit cost or total 
value that have already been selected for test 
counting.
3. Read the client’s disc inventory master file and 
list all items or parts for which the date of last 
sale or usage indicates a lack of recent trans­
actions. This list provides basic data for deter­
mining possible obsolescence.
4. Read the client’s disc inventory master file 
and list all items or parts of which the quantity 
on hand seems excessive in relation to quantity 
used or sold during the year. This list provides 
basic data for determining over-stocked or slow- 
moving items or parts.
5. Read the client’s disc inventory master file and 
list all items or parts of which the quantity on 
hand seems excessive in relation to economic 
order quantity. This list should be reviewed for 
possible slow-moving or obsolete items.
6. Keypunch the audit test-count quantities into 
the cards. Match these cards against the client’s 
adjusted disc inventory master file comparing 
the quantities on the cards to the quantities 
on the disc file and list any differences. This 
will indicate whether the client’s year-end in­
ventory counts and the master file are sub­
stantially in agreement.
7. Use the adjusted disc inventory master file and 
independently extend and total the year-end 
inventory and print the grand total on an out­
put report. When compared to the balance 
determined by the client, this will verify the 
calculations performed by the client.
8. Use the client’s disc inventory master file and 
list all items with a significant cost per unit. 
The list should show cost per unit and both 
major and secondary vendor codes. This list 
can be used to verify the cost per unit.
9. Use the costs per unit on the client’s disc in­
ventory master file, and extend and total the 
dollar value of the counts on the audit test 
count cards. When compared to the total 
dollar value of the inventory, this will per­
mit evaluation of audit coverage.
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Answer 6
The identification and explanation of the systems and con­
trol problems are as follows:
1. The purchase requisition is not approved. The pur­
chase requisition should be approved by a responsi­
ble person in the stores department. The approval 
should be indicated on the purchase requisition after 
the approver is satisfied that it was properly prepared 
based on a need to replace stores or the proper re­
quest from a user department.
2. Purchase requisition number two is not required. Pur­
chase requisitions are unnecessarily sent from the 
stores department to the receiving room. The receiv­
ing room does not make any use of the purchase 
requisitions and no purpose seems to exist for the 
receiving room to obtain a copy. A copy of the 
requisition might be sent from stores directly to ac­
counts payable where it can be compared to the pur­
chase order to verify that merchandise requisitioned 
by an authorized employee has been properly ordered.
3. Purchase requisitions and purchase orders are not 
compared in the stores department. Although pur­
chase orders are attached to purchase requisitions 
in the stores department, there is no indication that 
any comparison is made of the two documents. Prior 
to attaching the purchase order to the purchase req­
uisition the requisitioner’s functions should include 
a check that —
a. Prices are reasonable.
b. The quality of the materials ordered is accept­
able.
c. Delivery dates are in accordance with company 
needs.
d. All pertinent data on the purchase order and 
purchase requisition (e.g., quantities, specifica­
tions, delivery dates, etc.) are in agreement.
Since the requisitioner will be charged for the ma­
terials ordered, the requisitioner is the logical person 
to perform these steps.
4. Purchase orders and purchase requisitions should not 
be combined and filed with the unmatched purchase 
requisitions, in the stores department. A separate 
file should be maintained for the combined and 
matched documents. The unmatched purchase req­
uisitions file can serve as a control over merchandise 
requisitioned but not yet ordered.
5. Preliminary review should be made before preparing 
purchase orders. Prior to preparation of the purchase 
order the purchase office should review the com­
pany’s need for the specific materials requisitioned 
and approve the request.
6. The purchase office should attempt to obtain the 
highest quality merchandise at the lowest possible 
price, and the procedures that are followed to achieve 
this should be included on the flowchart. There is no 
indication that the purchase office submits pur­
chase orders to competitive bidding when appro­
priate. That office should be directly involved with 
vendors in determining the cost of materials or­
dered and should be primarily responsible for decid­
ing at what price materials should be ordered and 
which vendors should be used.
7. The purchase office does not review the invoice prior 
to processing approval. The purchase office should 
review the vendor’s invoice for overall accuracy 
and completeness, verifying quantity, prices, speci­
fications, terms, dates, etc., and if the invoice is in 
agreement with the purchase order, receiving re-
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port, and purchase requisition, the purchase office 
should clearly indicate on the invoice that it is 
approved for payment processing. The approved in­
voice should be sent to the accounts payable depart­
ment.
8. The copy of the purchase order sent to the receiving 
room generally should not show quantities ordered, 
thus forcing the department to count goods received. 
In addition to counting the merchandise received 
from the vendor, the receiving department personnel 
should examine the condition and quality of the 
merchandise upon receipt.
9. There is no indication of the procedures in effect 
when the quantity of merchandise received differs 
from what was ordered. Procedures for handling 
over-shipments and short-shipments should be clearly 
outlined and included on the flowchart.
10. The receiving report is not sent to the stores depart­
ment. A copy of the receiving report should be sent 
from the receiving room directly to the stores depart­
ment with the materials received. The stores depart­
ment, after verifying the accuracy of the receiving 
report, should indicate approval on that copy and 
send it to the accounts payable department. The 
copy sent to accounts payable will serve as proof 
that the materials ordered were received by the 
company and are in the user department.
11. There is no indication of control over vouchers 
in the accounts payable department. In the accounts 
payable department a record of all vouchers sub­
mitted to the cashier should be maintained, and a 
copy of the vouchers should be filed in an alphabetical 
vendor reference file.
12. There is no indication of control over dollar amounts 
on vouchers. Accounts payable personnel should 
prepare and maintain control sheets on the dollar 
amounts of vouchers. Such sheets should be sent to 
departments posting transactions to general and sub­
sidiary ledgers.
13. There is no examination of documents prior to 
voucher preparation. In addition to the matching 
procedure, the mathematical accuracy of all docu­
ments should be verified prior to preparation of 
vouchers.
14. The controller should not be responsible for cash dis­
bursements. The cash disbursement function should 
be the responsibility of the treasurer, not the con­
troller, so as to provide proper division of responsi­
bility between the custody of assets and the record­
ing of transactions.
15. There is no indication of the company’s procedures 
for handling purchase returns. Although separate re­
turn procedures may be in effect and included on 
a separate flowchart, some indications of this should 
be included as part of the purchases flowchart.
16. Discrepancy procedures are not indicated. The flow­
chart should indicate what procedures are followed 
whenever matching reveals a difference between the 
information on the documents compared.
17. There is no indication of any control over prenum­
bered forms. All prenumbered documents should be 
accounted for.
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Answer 7
Financial Statement
Deficiency or Omission
Discussion o f
Effect on Auditor's Report
Balance Sheet
1. Current assets and current liabilities are not shown 
and cannot be determined from the information 
presented.
1. The auditor may wish to take exception to this pres­
entation and disclose the amounts of current assets 
and current liabilities in the auditor’s report. This 
decision will be based on the importance of current 
position to the readers of the financial statements. 
The large debt position of the company and its net 
loss for the year (which makes the ability to sustain 
future losses a significant consideration) make such 
disclosure desirable.
2. It is not sufficient to state that inventories are 
stated at cost.
2. The financial statements should state that inven­
tories are presented at the lower of cost or market.
If there has been a permanent decline of market 
value below cost, the company should adjust to 
the market value. If no adjustment is made the 
auditor should take exception and provide appro­
priate disclosure.
3. The inventory method is not disclosed. 3. There are a number of acceptable inventory methods 
that the company can use. The method in use should 
be disclosed. If it is not, the auditor should take ex­
ception to the failure to disclose and should provide 
such disclosure.
4. There is no breakdown of property, plant, and 
equipment and related accumulated depreciation.
4. It is customary to provide breakdowns of property, 
plant, and equipment and related accumulated 
depreciation into major classes (e.g. land, buildings, 
vehicles, equipment, other). The auditor must eval­
uate the importance of the breakdown. If it is con­
sidered significant to the readers of the financial 
statements, the auditor should take exception to the 
inadequate disclosure and provide pertinent details 
in the auditor’s report.
5. The basis (e.g. cost) for valuation of property, plant, 
and equipment is not shown.
5. The auditor should be satisfied that the fixed as­
sets are properly stated. If they are not, the auditor 
should take exception in the auditor’s report. If 
the fixed assets are properly stated at cost, the 
auditor may conclude that failure to disclose the cost 
method is so significant as to require an opinion 
exception for inadequate disclosure.
6. There is no disclosure of the depreciation method 
in use or the amount of the annual depreciation ex­
pense.
 
6. If the depreciation method in use and the amount 
of the annual depreciation expense are considered to 
be significant to the readers of the financial state­
ments, the auditor should take exception because of 
the inadequate disclosure and provide in the auditor’s 
report the necessary information.
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Financial Statement 
Deficiency or Omission
7. There is inadequate disclosure of bank loan and long­
term debt information.
8. Prepayments should be shown separately from other 
assets.
9. The reference to “capital stock” should be replaced 
with a reference to the particular class of capital 
stock (e.g., common stock).
Statement o f  Income and Retained Earnings
10. The stock dividend was not properly accounted for, 
nor was it properly reported.
Discussion o f  
Effect on Auditor’s Report
7. Considerably more information concerning bank 
loans and long-term debt should be provided. The 
nature and amount of each type of debt should be 
disclosed, together with details as to interest rates, 
maturity dates, debt subordination, conversion 
rights, any assets pledged for security, and any 
restrictions imposed by loan agreements.
To the extent these data have not been 
provided and are considered of significance to users 
of the financial statements, the auditor should take 
exception to the inadequate disclosure and make 
appropriate disclosure in the auditor’s report.
8. Considerably more information about the nature 
and amount of prepayments and other assets should 
be provided. Prepayments are usually current, where­
as other assets generally are long-term.
To the extent this separation has not been pro­
vided and is considered of significance to users of 
the financial statements, the auditor should take 
exception to the inadequate disclosure and make 
appropriate disclosures in the auditor’s report.
9. Failure to more adequately describe the particular 
class of capital stock generally would not result 
in a qualified opinion.
11. Earnings per share (EPS) is not shown.
10. The stock dividend was capitalized at par value (6% 
x 40,000 shares x $10 = $24,000). When a stock 
dividend is so small in relation to the shares pre­
viously outstanding that there is no apparent effect 
on the market price of the shares, the stock divi­
dend should be accounted for by transferring from 
retained earnings to permanent capital an amount 
equal to the fair value of the additional shares issued. 
A distribution of less than 20% to 25% generally 
has little effect on the market price of the shares.
Because of the improper treatment of the stock 
dividend, the auditor should take exception to the 
presentation because of nonadherence to generally 
accepted accounting principles and should disclose 
the proper effect of the stock dividend in the audi­
tor’s report.
11. The presentation of EPS is required by Opinion No.
15 of the Accounting Principles Board. The auditor 
should take exception because of inadequate dis­
closure and should disclose the EPS in the auditor’s 
report.
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Financial Statement 
Deficiency or Omission
Discussion o f  
Effect on Auditor’s Report
12. The tax effects of the operating loss have not been 
disclosed.
12. Although the company had a loss for the year, it 
paid dividends out of a sufficient amount of re­
tained earnings, indicating profitable operations 
in prior years. The reported accounting loss and the 
loss for tax purposes should not be significantly 
different since there are no deferred tax accounts. 
The operating loss under these circumstances is 
usually available for carryback treatment. Since 
the tax effects of a loss carryback have not been 
recorded, carryback treatment was not usable. 
The loss, however, can be carried forward. The 
amounts of any operating loss carryforwards not 
recognized in the loss period, together with ex­
piration dates, should be disclosed. If such dis­
closure is not made and amounts are material, the 
auditor should take exception and disclose.
Other
13. The company has not presented a statement of 
changes in financial position.
14. There are no footnotes to the financial statements.
15. There is no summary of significant accounting 
policies.
13. In most cases the statement of changes in finan­
cial position is required by Opinion No. 19 of the 
Accounting Principles Board. If the omission of the 
statement of changes in financial position is not 
sanctioned by Opinion No. 19 of the Accounting 
Principles Board, the auditor should take exception 
in his report to this nonadherence to generally ac­
cepted accounting principles. The auditor should not, 
however, include the statement in his report.
14. The auditor should determine what disclosure should 
be required to adequately inform the reader of the 
financial statements. The auditor should take excep­
tion to the lack of disclosure in his report and should 
include therein the required information.
15. A summary of significant accounting policies is 
required by Opinion No. 22 of the Accounting 
Principles Board. The auditor should determine the 
accounting policies that are significant and should 
disclose this information in his report and take 
exception to the inadequate disclosure.
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Answer 1 Answer 2
1. c 9. c 17. c 25. b
2. b 10. b 18. d 26. c
3. b 11. c 19. c 27. a
4. c 12. c 20. d 28. b
5. a 13. c 21. b 29. b
6. a 14. c 22. a 30. a
7. a 15. d 23. a 31. a
8. b 16. d 24. b 32. b
Answer 3
33. b 41. a
34. a 42. a
35. d 43. c
36. c 44. d
37. d 45. c
38. c 46. c
39. c 47. b
40. d 48. c
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Answer 4
a. 1. No. Markum’s offer to Johnson dated June 1,
1975, specifically stipulated that the acceptance 
must be received by Markum on or before July 
2, 1975. Even though Johnson dispatched its 
acceptance by telegram on July 1, 1975, the 
offer had expired or terminated on July 2, 1975, 
because the acceptance had not been received by 
Markum on that date. The delay by the telegraph 
company is irrelevant to the relations between 
Markum and Johnson. Even if Johnson had used 
the same means of communication (the mails), its 
acceptance would have had to reach Markum on 
July 2, 1975, to be a valid acceptance because 
this was a specific stipulation in the offer.
Under the circumstances, Markum’s silence 
does not constitute an acceptance of Johnson’s 
telegram. The telegram must be considered a 
counteroffer because it arrived after the expira­
tion date of Markum’s original offer. Markum 
had no obligation to reply, and its actions were 
legally correct. Hence, because the terms of the 
offer were not met, no contract resulted from 
the dealings between Markum and Johnson.
2. Yes. A legal action by Johnson against the tele­
graph company will be successful in that the 
telegraph company was negligent in delivering 
the telegram. As a result of its negligence, the 
telegraph company prevented Johnson from 
completing formation of the contract in ques­
tion. It seems apparent that Johnson suffered 
damages as a result of the telegraph company’s 
negligence. Hence, a recovery based upon the 
tort of negligence or breach of contract would 
be appropriate.
b. 1. A valid tender of performance by the principal
debtor, Donaldson Manufacturing, releases the 
surety from his obligation. Hence, John Donald­
son has no personal liability even if Donaldson 
Manufacturing cannot subsequently make pay­
ment on its obligation.
2. Faber’s refusal to accept the tender of perfor­
mance (payment of the balance due plus interest) 
does not release Donaldson Manufacturing from 
the debt owed. However, the tender stops the 
running of interest from the date of tender.
c. 1. The United States could proceed against one or 
more of the co-sureties to collect the $2 million 
damages resulting from Fox’s having breached 
the construction contract. The three surety 
companies are co-sureties on the Fox Construc­
tion Corporation obligation. As such, they are 
jointly and severally liable. Assuming Ace pays 
the entire amount ($2 million), it will have a right 
of contribution from the other sureties as dis­
cussed below.
2. Ace will be liable for $1 million, Empire for 
$500,000, and Excelsior for $500,000. In the 
event that a co-surety pays more than its propor­
tionate share of the surety obligation, it has a 
right of contribution from its fellow sureties in 
proportion to the several undertaking. Thus, if 
Ace were to pay the $2 million liability, it would 
have the right to receive $500,000 each from 
Empire and Excelsior.
Answer 5
a. 1. The offering is subject to registration under the 
Securities Act of 1933. Despite the fact that the 
underlying property is real property, the shares 
represent the ownership in the corporation which 
in turn owns the real property. When these shares 
are offered for sale in interstate commerce (or 
by the use of instrumentalities of interstate 
commerce), the registration requirements of the 
Securities Act of 1933 must be met. These in­
clude filing a registration statement with the 
Securities and Exchange Commission (SEC) 
and giving a copy of the prospectus to each 
prospective purchaser of the registered secur­
ities.
2. The means of disclosure are the registration 
statement and the prospectus. The registration 
statement is filed with the SEC. The prospectus, 
which contains much of the information in­
cluded in the registration statement, must be 
furnished to prospective investors of the regis­
tered securities. Both documents must contain 
full and accurate disclosure of all relevant in­
formation relating to such things as the com­
pany’s business, its officers and directors, its 
securities, its financial position and earnings, 
and details about the underwriting. With rare 
exception, all information in a registration state-
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ment is part of the public record and open to 
public inspection. Photocopies of part or all of 
a registration statement may be obtained from 
the SEC at nominal costs.
3. His interest is personal property, because the pro­
perty held is the shares in the corporation. The 
shares represent ownership in the corporation 
which owns the underlying real property. The 
separate entity doctrine applies.
b. The facts raise three questions relating to the federal 
securities laws:
1. Must the 100,000 additional shares of common 
stock be registered under the Securities Act of 
1933?
No. The offering of the 100,000 additional 
shares of common stock must be registered under 
the 1933 Act unless the offering is exempt under 
one or more of the various exemptions from 
registration provided by that Act. The exemp­
tion which would seem to warrant consideration 
and discussion is the so-called private placement 
(“transactions by an issuer not involving any 
public offering”).
The private placement exemption has de­
veloped over the years and requires the con­
sideration of various judicial and administrative 
criteria in determining its availability.
Traditionally, the main consideration has 
been whether the offerees have needed the pro­
tection afforded by the 1933 Act, as evidenced 
by whether the offerees have access to the same 
kind of information that registration would 
disclose and whether they are able to fend for 
themselves. A number of factors are evaluated in 
determining whether this objective has been 
satisfied. They include, among others, the fol­
lowing: (a) offering to a limited number of per­
sons, (b) offering to sophisticated investors such 
as wealthy persons, lawyers, accountants, or 
businessmen, and (c) the nature, scope, and size 
of the offering including the number of units 
into which the offering is divided and the man­
ner in which the offering is effected.
Limiting an offer to a few people (such as 
25) is not determinative. The courts have held 
and it is the SEC’s view that “the statute would 
seem to apply to a ‘public offering’ whether to 
few or many.” Further, a sophisticated investor 
is generally viewed as one who has either suf­
ficient economic bargaining power or such a
family or employment relationship that enables 
him to obtain information from the issuer to 
evaluate the merits and risks of the investment.
Based on the facts presented, it would seem 
that Taylor Corporation would have little dif­
ficulty establishing an exemption that its of­
fering was a private placement. Although the 
limited number of offerees is, of itself, not 
determinative, the offering was made only to 
two offerees, both of whom would appear to 
possess the requisite sophistication to make an 
informed investment decision and the ability to 
bear the economic risks.
2. Did Wilson violate the antifraud provisions of the 
Securities Exchange Act of 1934 when he pur­
chased 1,000 shares of common stock based on 
information available to him but not to the 
general public?
Yes. Under the 1934 Act, it is unlawful for 
any person, directly or indirectly, by the use of 
any means of interstate commerce or the mails, 
in connection with the purchase or sale of any 
security, to employ any deceptive or fraudulent 
practice or to misstate, or omit to state, any 
material fact. Here, Mr. Wilson, an officer and 
director of Taylor Corporation, knew that the 
prospects for the corporation were especially 
bright as of February 12, 1975, when he pur­
chased 1,000 shares at $10 per share. This in­
formation was not yet disclosed to the public; 
thus, he was trading on so-called inside infor­
mation in violation of the antifraud provision 
of the 1934 Act. The courts have held that in­
siders are not permitted to trade on material 
information until that information has been 
disseminated to the public.
3. Did Mr. Jackson violate the 1934 Act by prof­
iting on the sale of 600 shares of common stock, 
and, if so, to whom is he responsible for the 
profit?
Yes. The 1934 Act prohibits certain in­
siders, which includes officers and directors, 
from, generally, realizing any profit from any 
purchase and sale, or sale and purchase, within 
any period of less than 6 months. Here, Mr. 
Jackson’s purchase of 600 shares on January 15, 
1975, at $10 per share and their subsequent sale 
on April 16, 1975, at $35 per share constitutes a 
violation of the 1934 Act. Jackson realized a 
profit of $25 per share or $15,000 total profit.
115
Examination Answers —  November 1975
The 1934 Act provides that a suit to recover 
such profit may be instituted by the issuer, or by 
any holder of any security of the issuer in behalf 
of the issuer, within 2 years after the date such 
profit was realized. Thus, Jackson is liable to the 
corporation for the $15,000 short-swing profit 
inasmuch as he has violated the law prohibiting 
certain insiders from realizing short-swing profits 
by trading in their corporation’s securities.
Answer 6
a. Ross qualifies as a holder in due course and, as such, 
takes the instrument free of any and all personal 
defenses, i.e., in this case, breach of warranty. First, 
the instrument is negotiable despite the postdating o f 
the check and the fact that it recites the transaction 
out of which it arose. Furthermore, because it is pay­
able to bearer, no indorsement by Fisk is necessary to 
negotiate it to Ross. Nor can Fair Food rely upon the 
fact that no new value was given in exchange for the 
instrument at the time of negotiation. The Uniform 
Commercial Code recognizes an antecedent debt as 
value for satisfying the value requirement to qualify as 
a holder in due course. As indicated in the facts, Ross 
took the instrument in good faith and without notice 
of any claim or defense. Thus, Ross takes the instru­
ment free of any personal defenses assertible by Fair 
Food against Fisk.
Fair Food’s stop order was proper under the 
circumstances and the bank correctly refused to make 
payment. However, since the instrument is in the 
hands of a holder in due course, Ross, he may proceed 
directly against Fair Food and collect the face amount 
of the instrument.
b. Vincent Luck is an assignee of the contract rights 
evidenced by the instrument. He is not a holder in due 
course because the instrument does not contain the 
words of negotiability, i.e., pay to order or bearer.
The indorsement, “Pay to the order of Vincent Luck” 
and signed by Whitten, does not cure the defect. 
Thus, Luck takes the instrument subject to all de­
fenses assertible by Dayton Blasting.
However, Luck does take all of Whitten’s rights 
as an assignee. Because Dayton used approximately 
50% of the cases of caps, Luck should be able to 
recover for them.
Answer 7
a. 1. No. In the real estate brokerage business, it is
customary for a general partner, such as Watkins, 
to have the apparent authority to reduce the com­
mission charged by the firm. Hence, unless Foster 
were aware of the express limitation contained 
in the partnership agreement regarding an indivi­
dual partner’s right to reduce the brokerage com­
mission, he will prevail against any attempt to re­
coup the $10,000 reduction in commissions. 
Watkins had the apparent authority to make the 
reduction, and the firm and the other partners are 
unfortunately bound by his action.
2. Watkins is liable to the partnership or his fellow 
partners for the $10,000 reduction in the com­
mission charged because his reduction without 
the consent of a fellow partner, which he did not 
have, was in direct violation of the partnership 
agreement. Furthermore, it would appear that 
Watkins’ wrongful act in reducing the brokerage 
commission on the sale of the Foster property 
would be a valid basis for a dissolution of part­
nership.
b. 1. None, unless it can be shown that Sparks had
knowledge of the express limitations on Glenn’s 
authority or of his wrongdoing. Sparks could 
assume that Glenn had the authority to make the
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conveyance because the real property conveyed 
would be considered to be property held for sale 
to customers in the ordinary course of the part­
nership’s business, and an individual partner 
would have the apparent authority to sell it 
much the same way that a partner in an ap­
pliance business could sell a television set to a 
prospective customer. Furthermore, the check 
was payable to the firm, which adds to the weight 
of evidence that the sale was legitimately made 
by Glenn on behalf of the partnership.
As to the liability of the First City Bank, 
once again, the question turns on the actual or 
implied knowledge of Glenn’s lack of authority 
in cashing the check. Without such knowledge on 
the bank’s part, it would appear to be proper to 
pay Glenn based upon his apparent authority as 
a result of the fact that obtaining this amount of 
cash was not an uncommon practice for the 
partnership. However, banks frequently require a 
copy of the partnership agreement in order to 
make sure that no partner exceeds his authority 
in dealing with the bank for and on behalf of the 
partnership. If such is the case, and the bank was 
aware of a limitation on the authority of Glenn 
to act, it would seem probable that the partner­
ship would be able to recover against First City.
2. The partnership should be able to set aside the 
conveyance to Charles Whitmore. Glenn had no 
express authority to make the conveyance to 
Whitmore because of the express limitations 
contained in the partnership agreement. Nor­
mally, a party dealing with partners under the 
circumstances has no knowledge of such limi­
tations. However, here we have a situation where 
the reverse is true. Whitmore was fully cognizant 
of the express limitations upon Glenn’s authority 
to act without the consent of his fellow partners. 
Furthermore, he made the check payable to
Glenn’s order instead of the firm’s (“for con­
venience’ sake”), which, under the circumstances, 
is dubious at best. Therefore, in view of all the 
circumstances of the sale to Whitmore, it seems 
likely that he had no basis to rely upon Glenn’s 
authority to make the sale. Consequently, the 
partnership or Williams and Watkins should be 
able to set aside the conveyance.
3. None. First, when Glenn acquired the property 
sold to Carlson, Glenn took title in his own name; 
hence, he had record title which gave him ap­
parent or ostensible ownership of the tract of 
land in question. If Carlson had no basis to sus­
pect that the property belonged to the part­
nership, which it did as a result of the use of 
partnership funds, Carlson would take title to the 
property free and clear of any claims of the 
partnership interest in the property conveyed. 
Even if Carlson were aware of the partnership 
interest in the property conveyed, it is most 
unlikely that the partnership or Williams and 
Watkins would have any recourse against Carlson. 
Although, as a general proposition, the convey­
ance of real property by an individual partner 
may be considered as being an act beyond the 
scope of the partner’s apparent authority, the 
rule is otherwise when the partnership is in the 
real estate business and buys and sells such prop­
erty. The land is property held for sale to cus­
tomers of such a partnership and, as such, an 
individual partner usually has the apparent au­
thority to sell it. Thus, without knowledge on 
Carlson’s part of Glenn’s lack of express au­
thority, there is no recourse against Carlson.
4. There is no question that, in the final analysis, 
Glenn is liable to the partnership or Williams and 
Watkins on the grounds of breach of contract 
and/or fiduciary duty.
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(Theory of Accounts)
November 7 ,  1975; 1:30 to 5:00 P.M.
Answer 1 Answer 2
1. a 11. d 21. c 31. d
2. c 12. b 22. c 32. a
3. a 13. b 23. b 33. b
4. d 14. d 24. b 34. a
5. a 15. a 25. d 35. c
6. c 16. d 26. b 36. a
7. b 17. a 27. a 37. b
8. d 18. c 28. d 38. d
9. c 19. a 29. c 39. b
10. c 20. b 30. b 40. b
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Answer 3
a. Some costs are recognized as expenses on the basis of 
a presumed direct association with specific revenue. 
This presumed direct association has been identified 
both as “ associating cause and effect” and as the 
“matching concept.”
Direct cause-and-effect relationships can seldom 
be conclusively demonstrated, but many costs appear 
to be related to particular revenue, and recognizing 
them as expenses accompanies recognition of the 
revenue. Generally, the matching concept requires 
that the revenue recognized and the expenses incurred 
to produce the revenue be given concurrent periodic 
recognition in the accounting records. Only if effort is 
properly related to accomplishment will the results, 
called earnings, have useful significance concerning the 
efficient utilization of business resources. Thus, apply­
ing the matching principle is a recognition of the cause- 
and-effect relationship that exists between expense 
and revenue.
Examples of expenses that are usually recognized 
by associating cause and effect are sales commissions, 
freight-out on merchandise sold, and cost of goods 
sold or services provided.
b. Some costs are assigned as expenses to the current 
accounting period because (1) their incurrence during 
the period provides no discernible future benefits; (2) 
they are measures of assets recorded in previous 
periods from which no future benefits are expected or 
can be discerned; (3) they must be incurred each 
accounting year, and no build-up of expected future 
benefits occurs; (4) by their nature they relate to 
current revenues even though they cannot be directly 
associated with any specific revenues; (5) the amount 
of cost to be deferred can be measured only in an 
arbitrary manner or great uncertainty exists regarding 
the realization of future benefits, or both; and (6) 
uncertainty exists regarding whether allocating them 
to current and future periods will serve any useful 
purpose. Thus, many costs are called “period costs” 
and are treated as expenses in the period incurred 
because they have neither a direct relationship with 
revenue earned nor can their occurrence be directly 
shown to give rise to an asset. The application of this 
principle of expense recognition results in charging 
many costs to expense in the period in which they are 
paid or accrued for payment. Examples of costs 
treated as period expenses would include officers’ 
salaries, advertising, research and development, and 
auditors’ fees.
c. A cost should be capitalized, that is, treated as a 
measure of an asset when it is expected that the asset 
will produce benefits in future periods. The important 
concept here is that the incurrence of the cost has 
resulted in the acquisition of an asset, a future service 
potential. If a cost is incurred that resulted in the 
acquisition of an asset from which benefits are not 
expected beyond the current period, the cost may be 
expensed as a measure of the service potential that 
expired in producing the current period’s revenues. 
Not only should the incurrence of the cost result in 
the acquisition of an asset from which future benefits 
are expected, but also the cost should be measurable 
with a reasonable degree of objectivity, and there 
should be reasonable grounds for associating it with the 
asset acquired. Examples of costs that should be treated 
as measures of assets are the costs of merchandise on 
hand at the end of an accounting period, costs of 
insurance coverage relating to future periods, and the 
cost of self-constructed plant or equipment.
d. In the absence of a direct basis for associating asset 
cost with revenue and if the asset provides benefits for 
two or more accounting periods, its cost should be 
allocated to these periods (as an expense) in a sys­
tematic and rational manner. Thus, when it is im­
practical, or impossible, to find a close cause-and- 
effect relationship between revenue and cost, this 
relationship is often assumed to exist. Therefore, the 
asset cost is allocated to the accounting periods by 
some method. The allocation method used should 
appear reasonable to an unbiased observer and should 
be followed consistently from period to period. Ex­
amples of systematic and rational allocation of as­
set cost would include depreciation of fixed assets, 
amortization of intangibles, and allocation of rent and 
insurance.
e. A cost should be treated as a loss when a net unfavor­
able event results from an activity other than a normal 
business activity. The matching of losses to specific 
revenue should not be attempted because, by def­
inition, they are expired service potentials not re­
lated to revenue produced. That is, losses result from 
extraneous and exogenous events that are not re­
curring or anticipated as necessary in the process of 
producing revenue.
There is no simple way of identifying a loss 
because ascertaining whether a cost should be a loss is 
often a matter of judgment. The accounting distinc­
tion between an asset, expense, loss, and prior period 
adjustment is not clear-cut. For example, an expense
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is usually voluntary, planned, and expected as neces­
sary in the generation of revenue. But a loss is a meas­
ure of the service potential expired that is consid­
ered abnormal, unnecessary, unanticipated, and possi­
bly nonrecurring and is usually not taken into direct 
consideration in planning the size of the revenue 
stream.
Answer 4
a. Generally, Dhia Products Company should use the 
same criteria to determine the appropriateness of pre­
paring consolidated financial statements with Ban, 
Ltd., as it would to determine the appropriateness of 
consolidating a domestic subsidiary. The criteria used 
to determine the appropriateness of preparing consoli­
dated financial statements with Ban should include (1) 
the degree of voting control of Ban’s stock held by 
Dhia; (2) the degree of exercise of management con­
trol over the subsidiary; (3) the degree of hetero­
geneity of assets and operations; (4) the degree of 
existing restrictions on assets and earnings of the sub­
sidiary; and (5) the absence of any other item that 
would make it inappropriate to prepare consolidated 
financial statements.
Dhia should be alert to the limitations of includ­
ing foreign subsidiaries in consolidated financial state­
ments. Because of the degree of uncertainty and the 
possible controls and exchange restrictions on the 
availability of assets and earnings, careful considera­
tion must be given to the question of the appropriate­
ness of consolidated financial statements.
All of the facts of the situation should be con­
sidered and evaluated before Dhia decides whether it 
is appropriate to prepare consolidated financial state­
ments with Ban.
b. 1. The current exchange rate at December 31, 1974,
should be used to translate Ban’s cash into dollars.
The current exchange rate is the appropriate rate 
to use when it is desired to translate the account 
balance to reflect the current monetary equi­
valent number of dollars. With cash, it is desir­
able to know how many equivalent dollars Ban 
had at December 31, 1974, so that this amount 
can be combined with Dhia’s cash on the con­
solidated statement of financial position.
2. The trade accounts receivable amount should be 
translated into dollars by using the current ex­
change rate at December 31, 1974. The current 
exchange rate should be used for accounts receiv­
able because they are claims to cash, and it is 
desirable to know the current dollar equivalent 
of these claims.
3. The amount of supplies inventory should be 
translated into dollars at the average exchange 
rate for the last quarter of 1974 (or the actual 
rate(s) of exchange at the date(s) of purchase, if 
known). Inventories are conventionally stated at 
historical cost, and cost in this situation is the 
equivalent dollar amount invested in the in­
ventory at the date(s) the purchase(s) actually 
took place. Some accountants would use the cur­
rent exchange rate at December 31, 1974, to trans­
late the supplies inventory amount into dollars 
because they believe that all current assets and 
liabilities should be translated at the current 
rate. But this is not the preferred method of 
translating the supplies inventory amount be­
cause the inventory is not cash or a claim to 
cash; it is an historical-cost item.
4. The cost of the land should be translated into 
dollars at the exchange rate in effect when the 
land was purchased in 1971. Land should be 
reported in the statement of financial position at 
cost; therefore, the cost in dollars should be 
determined by translating the foreign currency 
cost into dollars at the rate of exchange on the 
date the land was purchased.
5. The amount of the short-term note payable to 
Shatha National Bank should be translated into 
dollars at the current exchange rate on December 
31, 1974. The note payable represents a claim on 
cash and, like cash, should be restated in current 
equivalent dollars at the date of the statement of 
financial position.
6. The capital stock account must be translated 
into dollars in two parts; the 10% minority 
interest and the 90% held by Dhia will be treated 
separately. The amount for capital stock should 
be translated into dollars at the rate of exchange 
at the time the stock was issued in January 1971 
for the 10% minority interest, and the actual 
dollars invested by Dhia should be used for the 
90% held by Dhia. Legally, capital stock should 
be stated at the cost of the investment in the 
company, which should be determined at the 
date the stock issuance took place.
7. The amount of retained earnings in the adjusted 
trial balance is not translated by using any ex­
change rate because the dollar amount shown 
in the December 31, 1973, financial statements 
is used. The amount of the beginning retained 
earnings is the net result of 1971, 1972, and 
1973 earnings and dividends; thus, it is a mixture
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of many different exchange rates and cannot be 
translated directly. Therefore, the beginning 
retained earnings is the dollar amount shown at 
the end of the preceding accounting period in 
the financial statements.
8. If sales revenue was earned consistently through­
out the year, an average exchange rate for 1974 
should be used to translate the amount into 
dollars. An average rate for the year should be 
used because it best reflects the equivalent 
dollars of sales, at the time the sales took place, 
assuming the earning of revenue took place con­
sistently throughout the year.
9. The amount of depreciation expense can be 
translated into dollars at the historical rates at 
the times the buildings were purchased, but an 
accurate and simpler method would be to trans­
late the amount by applying a ratio to the dollar 
amount of buildings already determined in the 
working papers. The ratio is based on the rela­
tionship of depreciation expense to building 
cost, both stated in the foreign currency. There­
fore, the expense in the foreign currency and in 
dollars would be the same ratio of building cost, 
as stated in their respective currencies. Historical 
exchange rates are generally used when account­
ing principles require that the account balance in 
question be stated in terms of unexpired histor­
ical cost. Depreciation expense should be based 
on historical cost. Use of this historical rate 
accomplishes a conversion of an historical cost in 
a foreign currency to historical cost in dollars.
10. The amount of salaries expense should be trans­
lated into dollars at an average rate of exchange 
for 1974. An average rate of exchange should be 
used because salaries probably were incurred 
consistently throughout the year; thus, when 
restated by the average exchange rate the salaries 
expense would be restated in equivalent dollars.
c. The Financial Accounting Standards Board concluded 
in its first published statement that the following 
information shall be disclosed in financial statements 
that include amounts denominated in a foreign cur­
rency:
•  A statement of translation policies including 
identification of (1) the statement of financial 
position accounts that are translated at the cur­
rent rate and those translated at the historical 
rate, (2) the rates used to translate earnings state­
ment accounts, (3) the time of recognition of 
gain or loss on forward exchange contracts, and
(4) the method of accounting for exchange ad­
justments.
•  The aggregate amount of exchange adjustments 
originating in the period, the amount thereof 
included in the determination of income, and the 
amount thereof deferred.
•  The aggregate amount of exchange adjustments 
included in the determination of income for the 
period, regardless of when the adjustment ori­
ginated.
•  The aggregate amount of deferred exchange 
adjustments, regardless of when the adjustments 
originated, included in the statement of financial 
position and how this amount is classified.
•  The amount by which total long-term receivables 
and long-term payables translated at historical 
rates would each increase or decrease at the 
statement-of-financial-position date if translated 
at current rates.
•  The amount of gain or loss which has not been 
recognized on unperformed forward exchange 
contracts at the statement-of-financial-position 
date.
Answer 5
a. The criteria to be considered in determining whether 
the leases are operating leases or sales are discussed in 
Accounting Principles Board Opinion No. 27. In the 
Opinion, the Board has concluded that any manufac­
turer or dealer lessor should account for its lease trans­
actions as operating leases unless the criteria for a sale 
have been met.
In evaluating the criteria to determine the appro­
priate accounting for these leases it is significant that 
Wright has been leasing an increasing number of air­
craft to flying clubs and that this leasing activity is 
profitable. The facts that the number of leases has been 
increasing and that they have become a significant por­
tion of Wright’s annual volume indicates that this 
activity apparently has become routine and guidelines 
or policies have been established in accounting for 
the leases.
If the leases are to be accounted for as sales, the 
collectibility of the payments required from the 
lessees must be reasonably assured. For Wright, addi­
tional information is needed concerning the collec­
tibility of the lease payments to determine if this 
criterion is met. The facts that the leases have been 
increasing in number, are a significant portion of 
annual volume, and are profitable would tend to 
indicate that the lease payments are reasonably collec­
tible.
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A second criterion, indicating the leases are in 
essence sales, would be the lack of any important un­
certainties concerning the amount of costs yet to be 
incurred. There is no indication in the given facts as to 
Wright’s costs relating to the leases. Warranty costs 
and other commitments that Wright may be obligated 
to perform are not indicated but must be considered 
in determining the appropriate accounting for these 
leases.
The third criterion to consider in determining 
whether the flying club leases are sales is that the lease 
agreement provides the lessee with property rights or 
the lessor with sufficient compensation in one of the 
following ways:
•  Title is transferred to the lessee by the end 
of the lease’s fixed, noncancelable term.
•  The lessee has the option to obtain title at 
nominal cost or without cost by the end of 
the lease.
•  The lessor receives rental payments under 
the lease terms such that the present value 
of the payments plus any investment credits 
realized exceed the normal selling price or 
fair value of the leased property.
•  The fixed, noncancelable term of the lease is 
substantially equal to the remaining eco­
nomic life of the property.
Last, the question who is to bear the risks of 
ownership must be considered. The insurance cost is 
the only ownership cost stated as the responsibility of 
Wright, and this cost resulted from a condition neces­
sary to secure the bank loan. In the facts given there 
is no indication of who is responsible for taxes, mainte­
nance, and repairs to the aircraft. If these are the re­
sponsibility of the flying clubs, this would support the 
conclusion that a sale has taken place.
In evaluating the criteria and other aspects of 
Wright’s leasing activities, all items should be consid­
ered before a decision is made concerning whether the 
leases are operating leases or sales. It must be remem­
bered that if a sale is not supported by the criteria, 
then the lease must be accounted for as an operating 
lease for financial-reporting purposes.
b. Entries on August 1, 1975:
Computer held under 
lease $1,922,475
Discount on long-term 
lease liability 1,677,525
Long-term lease liability $3,600,000
This entry should have been made on August 1, when 
the lease-purchase agreement was signed. Because the 
lease is a purchase in substance, the cost of the prop­
erty (computer) and the amount of the related 
liability must be recorded. The discounted value of the 
lease payments is the cost of the computer and the 
amount of the related liability, computed as follows: 
($30,000 -  $5,000) x 76.899 = $1,922,475. (Here the 
liability was recorded gross with a contra discount 
amount. Though not required, this procedure eases 
the accounting process and makes information more 
readily available for disclosure.)
Computer maintenance 
expense 5,000
Long-term lease
liability 25,000
Cash 30,000
This entry is to record the first payment under the 
lease-purchase agreement. No interest expense should 
have been recognized on August 1 because the agree­
ment began on that date. Also, each monthly payment 
includes $5,000 of maintenance cost for the full-service 
maintenance contract.
Entries on August 31, 1975:
Interest expense 18,974.75
Discount on long-term
lease liability 18,974.75
Interest accrued on the unpaid balance of the lease 
obligation from August 1 to August 31, 1975. The 
amount of interest expense to be recognized during 
August is computed as follows: ($1,922,475 — 
$25,000) x 1%.
Depreciation expense 10,680.42
Accumulated depreciation on
computer held under lease 10,680.42
Depreciation should have been recorded on the com­
puter for the one month of its use. The amount of de­
preciation expense is computed as follows:
$1,922,475 x 1/15 x 1/12 = $10,680.42
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Answer 6
a. The type of cost system used by a company will be 
determined by the type of manufacturing operations 
performed. A manufacturing company should use a 
process cost system for product costing purposes 
when it continuously mass produces like units; while 
the production of custom-made or unique goods 
would indicate a job-order cost system to be more 
appropriate.
Because there is continuous mass production of 
like units in a process cost system, the center of at­
tention is the individual process (usually a depart­
ment). The unit costs by cost category as well as 
total unit cost for each process (department) are 
necessary for product costing purposes.
Process costing is often used in industries such 
as chemicals, food processing, oil, mining, rubber 
and electrical appliances.
b. “Equivalent production” (equivalent units produced) 
is the term used to identify the number of com­
pleted units that would have been produced if all 
the work performed during the period had been 
applied to units that were begun and finished dur­
ing the period. Thus, equivalent production repre­
sents the total number of units that could have 
been started and finished during the period, given 
the same effort, assuming no beginning or ending 
work-in-process inventories.
The work of each producing department must 
be expressed in terms of a common denominator; 
this denominator represents the total work of a 
department or process in terms of fully completed 
units. Units in process of production at the begin­
ning and end of the period should not be counted 
the same as units started and completed during the 
period when determining the equivalent amount 
of production for a period. Each partially com­
pleted unit has received only part of the attention 
and effort that a finished unit has received and, 
therefore, each partially completed unit should be 
weighted accordingly.
The equivalent production figure computed 
represents the number of equivalent whole units for 
which materials, labor, and overhead were issued, 
used, or incurred during a period. The cost of each 
element of materials, labor, and overhead is divided 
by the appropriate equivalent production figure to 
determine the unit cost for each element. Should 
units be at a different stage of completion with 
respect to each type of cost element, then a separate 
equivalent production figure must be computed for 
that cost element.
c. Normal spoilage is the spoilage that arises under 
normal efficient operating conditions; i.e., it is inher­
ent in the production process and is uncontrollable 
in the short run. Abnormal spoilage is the spoilage 
that is not expected to arise under normal efficient 
operating conditions; i.e., it is not inherent in the 
production process and is usually considered as 
avoidable, or controllable, by management. Thus, 
by definition, the critical factor in distinguishing 
between normal and abnormal spoilage is the degree 
of controllability of units spoiled. Any spoilage 
that occurs during a production process function­
ing within the expected usual range of performance 
is considered to be normal spoilage. Any spoilage 
occurring in amounts in excess of the defined usual 
range is considered abnormal (controllable) spoilage.
Conceptually, the cost of normal spoilage 
should be included in the cost of good units pro­
duced because of its association with normal pro­
duction. Likewise, cost of abnormal spoilage should 
be accounted for as a loss because of its abnormal 
(unusual) nature. The cost of abnormal spoilage 
should be separately identified as a loss on reports 
for management.
For practical reasons, there may be no distinc­
tion made between normal and abnormal spoilage in 
reports for management. The primary reason for not 
distinguishing between types of spoilage is that it is 
sometimes very difficult (or impossible) to distin­
guish between normal and abnormal spoilage. The 
production process may be relatively new or the 
process may be altered often enough to make it im­
practical or too costly to distinguish between nor­
mal or abnormal spoilage. Whenever possible, 
though, the distinction between types of spoilage 
should be made and accounted for as discussed in 
the preceding paragraphs.
d. The primary difference between the FIFO method 
and the weighted-average method of process costing 
is in the treatment of the cost of the beginning work- 
in-process inventory. When applying the FIFO 
method the cost of the beginning work-in-process 
inventory is kept separate from the cost of produc­
tion of the current period.
When determining the FIFO cost of units com­
pleted and transferred to the next department or to 
finished goods, the cost of the beginning work-in- 
process inventory plus the cost necessary to com­
plete the beginning work-in-process units are added 
together. The sum of these two cost totals is the cost 
assigned to the units in the beginning work-in-process 
inventory that are transferred out. Units started and 
completed during the period are assigned costs on
123
Examination Answers —  November 1975
the basis of costs incurred during the period for the 
equivalent units produced during that period.
In applying the FIFO method, each department 
is regarded as a separate accounting unit. Thus, the 
application of the FIFO method in practice is modi­
fied to the extent that subsequent departments 
usually combine all transferred-in costs into one 
amount, even though they could identify and sepa­
rately account for the costs relating to the preceding 
department’s beginning inventory and the costs 
relating to the preceding department’s units started 
and completed during the period.
The weighted-average method of process cost­
ing is simpler to apply than the FIFO method pri­
marily because the beginning work-in-process in­
ventory is considered to be part of current produc­
tion. In applying the weighted-average method, the 
beginning work-in-process inventory costs are com­
bined with current costs even though some of the 
production was begun prior to the current period. 
When equivalent units are determined, work done 
on the beginning inventory in a preceding period is 
regarded as if it were done in the current period.
The weighted-average method is applied by add­
ing the beginning work-in-process inventory costs to 
the production costs incurred during the current 
period. Then unit costs are determined by dividing 
the sum of these costs by the equivalent units pro­
duced, including the units in the department’s begin­
ning work-in-process inventory. The cost of all units 
transferred out of a department (process) during the 
period is the product of the number of units com­
pleted multiplied by the average cost to produce a 
unit.
Answer 7
a. 1. The concept of “funds” in statements of changes 
in financial position (hereafter, referred to as the 
“statement”) has varied somewhat in practice, 
with resulting variations in the nature of the 
statements. The statements are generally pre­
pared by using either the cash concept or the 
working-capital concept of funds.
“Funds” can be interpreted, in its narrowest 
sense, to mean cash or its equivalent, and the 
resulting statement is a summary of cash pro­
vided and used.
“Funds” has most frequently been used to
mean working capital, and accordingly the state­
ment shows financing and investing activities in 
terms of working capital. The statement thus 
provides a summary of individual sources and 
uses of working capital.
2. The broad concept of changes in financial posi­
tion (the all-financial-resources concept) is mani­
fested in a statement containing disclosure of 
all important aspects of an entity’s financing 
and investing activities regardless of whether cash 
or other elements of working capital are directly 
affected. The effects of these other financing and 
investing activities should be individually dis­
closed in the statement.
The narrow definitions of “funds” , such as cash 
or working capital, have often led to omitting 
from the statement the effect of transactions that 
do not directly affect cash or working capital, but 
that nevertheless are important items in the 
financial administration of the business. Examples 
are the purchase of property in exchange for 
shares of stock or bonds, gifts, and exchanges of 
properties.
The inclusion of this type of transaction in 
the statement is sometimes justified by assuming 
intermediate steps, e.g., the issue of bonds for 
cash and the purchase of the property with the 
cash. This introduction of hypothetical trans­
actions would usually be unnecessary under the 
broad concept required by the Board’s Opinion 
No. 19 because the changes in such items would 
naturally fall into the scope and purpose of dis­
closures in the statement.
b. 1. Earnings should be shown as a source of working 
capital in Chen’s statement. But the amount dis­
closed should not be the $800,000 of earnings; 
there should be $893,000 of earnings before 
extraordinary items and before nonworking 
capital adjustments are added back to earnings to 
determine working capital provided by opera­
tions. The $93,000 extraordinary loss should be 
shown as a deduction immediately following the 
amount of working capital provided from opera­
tions exclusive of extraordinary items. (See item 
5 following.)
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2. The $240,000 depreciation expense is neither a 
source nor a use of working capital. Because 
depreciation is an expense it was deducted from 
revenue in the earnings statement; however, it 
did not require the use of working capital in the 
period of recognition (most expenses are either 
paid in the period or recognized as a current 
liability). Accordingly, the $240,000 must be 
added back to earnings before extraordinary 
items because it was deducted in determining 
earnings, but it was not a use of working capital.
3. The write-off of uncollectible accounts receiv­
able against the allowance account has no effect 
on working capital. Both accounts affected are 
working-capital accounts, one with a debit bal­
ance and one with a credit balance, and when 
reducing two working-capital accounts with 
opposite balances, there is no effect on working 
capital.
The $37,000 of bad debts expense recorded 
is a use of working capital; it is already included 
in expenses and has reduced earnings accordingly. 
Thus, no disclosure or adjustment needs to be 
made in the statement for this item.
4. The $4,700 gain realized on the sale of the ma­
chine is an ordinary gain, not an extraordinary 
gain, for accounting purposes as outlined in 
Accounting Principles Board Opinion No. 30. 
Therefore, the $4,700 gain should remain in 
earnings without adjustment or disclosure. And, 
under the caption of “other sources of working 
capital,” the $25,000 basis of machinery sold 
should be shown. Alternatively, this transaction 
could be shown as producing proceeds of $29,700; 
then, deduct the $4,700 gain included in earn­
ings, leaving the net amount of $25,000 as a 
source of working capital. Although the gain 
on the sale of machinery is considered ordinary 
earnings, the proceeds representing the recovery 
of asset costs should be separately disclosed as 
a source of working capital in the statement.
should be shown separately as a negative source 
of working capital of $93,000 (the loss, net of 
tax effect) immediately after the amount of 
working capital provided from normal operations 
exclusive of extraordinary items.
6. There is more than one acceptable method of 
presenting this item in the statement. An accept­
able method would be to show in the working- 
capital-used section of the statement the $600,000 
purchase; then, deduct as nonworking-capital 
items the $200,000 market value of stock issued 
and the $300,000 mortgage note given. Thus, 
only the net amount of $100,000 would be 
extended to the amount column as a use of 
working capital.
Another method of presenting this trans­
action in the statement would be to show the 
entire $600,000 as a use of working capital and 
show the $200,000 stock and the $300,000 
mortgage as sources of working capital.
7. This conversion is not a source or use of working 
capital, but it is a source and use of financial 
resources and must be reported in the statement. 
The $700,000 conversion of debentures into 
common stock should preferably be shown as 
both a source and use of financial resources in 
the statement.
8. The $320,000 declaration of a cash dividend rep­
resents a use of working capital and should be 
reported in the statement. The use of working 
capital effectively takes place when the liability 
for the dividend is recorded (date of declara­
tion), not on the date of payment (when both 
cash and dividends payable are reduced by equal 
amounts).
5. This extraordinary item should be separately dis­
closed in the statement. The working capital pro­
vided by normal operations should be shown 
first, followed by a deduction for this extraor­
dinary loss. Accordingly, this extraordinary loss
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Accounting Practice —  Part I
Question 1 Question 3
Clark and Schkade, Statistical Methods for Business 
Decisions (1969).
Fremgen, Accounting for Managerial Analysis, Rev. Ed. 
(1972).
Horngren, Cost Accounting: A Managerial Emphasis, 3rd 
Ed. (1972).
Question 2
AICPA, Accounting Principles Board Opinion No. 14, 
“Accounting for Convertible Debt and Debt Issued 
with Stock Purchase Warrants” (1969).
AICPA, Accounting Principles Board Opinion No. 16, 
“Business Combinations” (1970).
AICPA, Accounting Principles Board Opinion No. 17, 
“Intangible Assets” (1970).
AICPA, Accounting Principles Board Opinion No. 18, “The 
Equity Method of Accounting for Investments in 
Common Stock” (1971).
Meigs, Johnson, Keller, and Mosich, Intermediate Account­
ing, 2nd Ed. (1968), pp. 468-599.
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
(1972), pp. 659-733.
A Standard Tax Service, the Internal Revenue Code and 
Tax Regulations.
Question 4
AICPA, Accounting Principles Board Opinion No. 11, 
“Accounting for Income Taxes” (1967).
AICPA, Accounting Principles Board Opinion No. 20, 
“Accounting Changes” (1971).
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
(1972), pp. 74-78, 876-878.
Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972), pp. 139-142,938-958.
Question 5
AICPA, Accounting Principles Board Opinion No. 9, 
“Reporting the Results of Operations” (1966).
AICPA, Accounting Principles Board Opinion No. 19, 
“Reporting Changes in Financial Position” (1971).
AICPA, Accounting Principles Board Opinion No. 30, 
“Reporting the Results of Operations —  Reporting 
the Effects of Disposal of a Segment of a Business, 
and Extraordinary, Unusual and Infrequently Occur­
ring Events and Transactions” (1973).
Welsch, Zlatkovich, and White, Intermediate Accounting 
3rd Ed. (1972), pp. 994-1015.
Accounting Practice —  Part II
Question 1
AICPA, Accounting Principles Board Opinion No. 5, 
“Reporting of Leases in Financial Statements of 
Lessee” (1964).
AICPA, Accounting Principles Board Opinion No. 11, 
“Accounting for Income Taxes” (1967).
AICPA, Accounting Principles Board Opinion No. 15, 
“Earnings per Share” (1969).
AICPA, Accounting Principles Board Opinion No. 18, “The 
Equity Method of Accounting for Investments in 
Common Stock” (1971).
AICPA, Accounting Principles Board Opinion No. 20, 
“Accounting Changes” (1971).
AICPA, Accounting Principles Board Opinion No. 21, 
“Interest on Receivables and Payables” (1971).
AICPA, Accounting Principles Board Opinion No. 26, 
“Early Extinguishment of Debt” (1972).
AICPA, Accounting Principles Board Opinion No. 27, 
“Accounting for Lease Transactions by Manufacturer 
or Dealer Lessors” (1972).
AICPA, Bevis and Perry, “Accounting for Income Taxes: 
An Interpretation of APB Opinion No. 11” (1969).
AICPA, Ball, “Computing Earnings per Share: Unofficial 
Accounting Interpretations of APB Opinion No. 15” 
(1970).
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
(1972).
Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972).
Question 2
A Standard Tax Service, the Internal Revenue Code and 
Tax Regulations.
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Question 3
Horngren, Cost Accounting: A Managerial Emphasis, 3rd 
Ed. (1972), pp. 186-207.
Matz and Curry, Cost Accounting, 5th Ed. (1972), pp. 
497-551.
Neuner, Cost Accounting: Principles and Practice, 8th Ed. 
(1973), pp. 519-543,581-597.
Question 4
Davidson, Handbook o f  Modem Accounting (1970), pp. 
10-25, 10-26, 12-26, 12-27.
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
(1972), pp. 430-445,984-990.
Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972), pp. 1103-1118.
Wixon, Kell, and Bedford, Accountants’ Handbook, 5th Ed. 
(1970), pp. 6-15, 6-16.
Question 5
National Committee on Governmental Accounting, Govern­
mental Accounting, Auditing, and Financial Reporting 
(1968).
Or any standard text in governmental accounting, such as: 
Kerrigan, Fund Accounting (1969).
Mikesell and Hay, Governmental Accounting, 4th Ed.
(1969).
Or specific chapters in an advanced accounting text, such 
as:
Griffin, Williams, and Larson, Advanced Accounting, 
Rev. Ed. (1971).
Auditing
Question 1
AICPA, Statement on Auditing Standards No. 1, “Codifica­
tion of Auditing Standards and Procedures” (1973).
AICPA, An Auditor’s Approach to Statistical Sampling, 
Vol. 1, “An Introduction to Statistical Concepts and 
Estimation of Dollar Values” (1967).
AICPA, An Auditor’s Approach to Statistical Sampling, 
Vol. 3, “Stratified Random Sampling” (1968).
AICPA, Practice Review Bulletin No. 1, “Departures From 
Generally Accepted Auditing Standards and Account­
ing Principles” (1966).
Carmichael, “Auditors’ Report—A Search for Criteria,” The 
Journal o f  Accountancy (September 1972).
Chaiken and Perry, “ITF—A Promising Computer Audit 
Technique,” The Journal o f  Accountancy (February 
1973).
Davis, Auditing and EDP (1968).
Meigs, Larsen, and Meigs, Principles o f  Auditing, 5th Ed. 
(1973).
W illingham and Carmichael, Auditing Concepts and 
Methods (1971).
Question 2
AICPA, Statement on Auditing Standards No. 1, “Codifica­
tion of Auditing Standards and Procedures” (1973).
AICPA, Code o f  Professional Ethics (1973).
AICPA, Statements on Responsibilities in Tax Practice No. 
7, “Knowledge of Error: Administrative Proceedings” 
(1970).
Carmichael, The Auditor’s Reporting Obligation (1972). 
Mautz, Fundamentals o f  Auditing, 2nd Ed. (1964).
Meigs, Larsen, and Meigs, Principles o f  Auditing, 5th Ed.
(1973).
W illingham and Carmichael, Auditing Concepts and 
Methods (1971).
Question 3
Holmes and Overmyer, Auditing: Principles and Procedure, 
7th Ed. (1971), pp. 240-242, 299-309.
Mautz, Fundamentals o f  Auditing, 2nd Ed. (1964), pp. 
423-427.
Silvoso and Bauer, Auditing, 2nd Ed. (1965), pp. 164-168. 
W illingham and Carmichael, Auditing Concepts and
Methods (1971), pp. 289-291.
Question 4
AICPA, Statement on Auditing Standards No. 1, “Codifica­
tion of Auditing Standards and Procedures” (1973), 
pp. 121-123.
Carmichael, The Auditor’s Reporting Obligation (1972), 
pp. 49-109.
Porter and Burton, Auditing: A Conceptual Approach 
(1971), pp. 488-495.
Question 5
AICPA, Statement on Auditing Standards No. 1, “Codifica­
tion of Auditing Standards and Procedures” (1973), 
pp. 174-183.
Grinaker and Barr, Auditing: The Examination o f  Financial 
Statements (1965), pp. 482-483.
Meigs, Larsen, and Meigs, Principles o f  Auditing, 5th Ed. 
(1973), pp. 149-153.
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Question 6
AICPA, Statement on Auditing Standards No. 1, “Codifica­
tion of Auditing Standards and Procedures” (1973), 
pp. 11-13.
Cashin, Handbook for Auditors (1971), pp. 10.2-10.3, 
10.11, 10.13,10.17, 10.25-10.26.
Holmes and Overmyer, Auditing: Principles and Procedure, 
7th Ed. (1971), pp. 144-150.
Meigs, Larsen, and Meigs, Principles o f  Auditing, 5th Ed. 
(1973), pp. 110-115.
Porter and Burton, Auditing: A Conceptual Approach 
(1971), pp. 156-157.
Silvoso and Bauer, Auditing, 2nd Ed. (1965), pp. 
45-54.
Question 7
AICPA, Statement on Auditing Standards No. 1, “Codifica­
tion of Auditing Standards and Procedures” (1973), 
pp. 88-93, 103-105.
AICPA, Code o f  Professional Ethics (1973).
Meigs, Larsen, and Meigs, Principles o f  Auditing, 5th Ed. 
(1973), pp. 719-720, 725-726.
Stettler, Systems Based Independent Audits, 2nd Ed. 
(1974), pp. 475-479.
Business Law
Question 1
Anderson and Kumpf, Business Law, Comp. Vol., UCC 9th 
Ed. (1972).
Corley and Robert, Dillavou and Howard’s Principles o f  
Business Law, 9th Ed. (1971).
Dower and Vihon, Legal Problems o f  Business in a Free 
Society (1973).
Smith and Roberson, Business Law, UCC 3rd Ed. (1971). 
Uniform Commercial Code.
Question 2
Anderson and Kumpf, Business Law, Comp. Vol., UCC 9th 
Ed. (1972).
Corley and Robert, Dillavou and Howard’s Principles o f  
Business Law, 9th Ed. (1971).
Smith and Roberson, Business Law, UCC 3rd Ed. (1971). 
Uniform Commercial Code.
Wyatt and Wyatt, Business Law, 4th Ed. (1971).
Question 3
Anderson and Kumpf, Business Law, Comp. Vol., UCC 9th 
Ed. (1972).
Corley and Robert, Dillavou and Howard’s Principles o f  
Business Law, 9th Ed. (1971).
Lusk, et al., Business Law: Principles and Cases, 2nd UCC 
Ed. (1970).
Smith and Roberson, Business Law, UCC 3rd Ed. 
(1971).
Question 4
Anderson and Kumpf, Business Law, Comp. Vol., UCC 9th 
Ed. (1972), pp. 764-765, 817-838.
Causey, Duties and Liabilities o f the CPA (1973), pp. 
41-43.
Lusk, et al., Business Law: Principles and Cases, 2nd UCC 
Ed. (1970), pp. 671-672, 684-687.
Smith and Roberson, Business Law, UCC 3rd Ed. (1971), 
pp. 1051-1058, 1082-1085.
Wyatt and Wyatt, Business Law, 4th Ed. (1971), pp. 
690-691, 703-713.
Question 5
Anderson and Kumpf, Business Law, Comp. Vol., UCC 9th 
Ed. (1972), pp. 727-729.
Boutell, Contemporary Auditing (1970), pp. 283-323. 
Dower and Vihon, Legal Problems o f  Business in a Free
Society (1973), pp. 160-258.
Lusk, et al., Business Law: Principles and Cases, 2nd UCC 
Ed. (1970), pp. 547-548, 576-578.
Meigs, Larsen, and Meigs, Principles o f Auditing, 5th Ed. 
(1973), pp. 65-80.
Stettler, Auditing Principles, 3rd Ed. (1970), pp. 31-37. 
Wyatt and Wyatt, Business Law, 4th Ed. (1971), pp.
582-584.
Question 6
Anderson and Kumpf, Business Law, Comp. Vol., UCC 9th 
Ed. (1972), pp. 263-264, 285-294, 309-311.
Corley and Robert, Dillavou and Howard’s Principles o f  
Business Law, 9th Ed. (1971), pp. 697-741, 830-853.
Smith and Roberson, Business Law, UCC 3rd Ed. (1971), 
pp. 295-341,729-761.
Uniform Partnership Act, Sections 7 ,9 , 10, 16, and 17.
Question 7
Anderson and Kumpf, Business Law, Comp. Vol., UCC 9th 
Ed. (1972), pp. 587-598, 888-889.
Smith and Roberson, Business Law, UCC 3rd Ed. (1971), 
pp. 980 , 997-1005.
Uniform Commercial Code Sections 9-110, 9-202, 9-205, 
9-305, 9-308.
Wyatt and Wyatt, Business Law, 4th Ed. (1971), pp. 
472-474,477-485, 492-496, 809, 833.
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Ed. (1971).
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Ed. (1972).
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(1972).
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AICPA, Accounting Principles Board Opinion No. 14, “Ac­
counting for Convertible Debt and Debt Issued with 
Stock Purchase Warrants” (1969).
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
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Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972), pp. 689-693.
Wixon, Kell, and Bedford, Accountants’ Handbook, 5th Ed. 
(1970), pp. 20.39, 20.49-20.50.
AICPA, Gellein and Newman, Accounting Research Study 
No. 14, Accounting for Research and Development 
Expenditures (1973).
Drebin, “Accounting for Proprietary Research,” Account­
ing Review, July 1966, pp. 413-425.
Financial Accounting Standards Board, FASB Discussion 
Memorandum, Accounting for Research and Develop­
ment and Similar Costs (1973).
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
(1972), pp. 547-548.
Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972), pp. 573-574.
Wixon, Kell, and Bedford, Accountants’ Handbook, 5th 
Ed. (1970), pp. 7.60-7.67.
Question 5
AICPA, Barden, Accounting Research Study No. 13, The 
Accounting Basis o f  Inventories (1973), pp. 12-13, 
80-82,149-150.
Meigs, Johnson, Keller, and Mosich, Intermediate Account­
ing, 2nd Ed. (1968), pp. 259-268, 320-325.
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
(1972), pp. 258-267, 328-332.
Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972), pp. 351-362, 386-390.
Wixon, Kell, and Bedford, Accountants’ Handbook, 5th Ed. 
(1970), pp. 12.39-12.46, 12.60-12.63.
Question 6
AICPA, Accounting Principles Board Opinion No. 15, 
“Earnings per Share” (1969).
AICPA, Ball, “Computing Earnings per Share: Unofficial 
Accounting Interpretations of APB Opinion No. 15” 
(1970).
Davidson, Handbook o f  Modern Accounting (1970), 
Chapter 28.
Griffin, Williams, and Larson, Advanced Accounting, Rev. 
Ed. (1971), pp. 320-330.
Question 7
Horngren, Cost Accounting: A  Managerial Emphasis, 3rd 
Ed. (1972), pp. 47-63.
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
(1972), pp. 885-890.
Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972), pp. 1081-1088.
Wixon, Kell, and Bedford, Accountants’ Handbook, 5th Ed. 
(1970), pp. 4.61-4.69.
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Accounting Practice —  Part I
Question 1
A Standard Tax Service, the Internal Revenue Code and 
Tax Regulations.
Question 2
AICPA, Hospital Audit Guide (1972).
Kerrigan, Fund Accounting (1969).
Mikesell and Hay, Governmental Accounting, 4th Ed. 
(1969).
National Committee on Governmental Accounting, Govern­
mental Accounting, Auditing, and Financial Reporting 
(1968).
Question 3
Davidson, Handbook o f Modern Accounting (1970), pp. 
11.12-11.13.
Horngren, Cost Accounting: A Managerial Emphasis, 3rd 
Ed. (1972), pp. 131-132, 136-137, 239-240.
Matz and Curry, Cost Accounting -  Planning and Control, 
5th Ed. (1972), pp. 437-441.
Meigs, Johnson, Keller, and Mosich, Intermediate Account­
ing, 2nd Ed. (1968), pp. 140-148.
Question 4
Backer and Jacobsen, Cost Accounting: A Managerial 
Approach (1964), pp. 234-235.
Davidson, Handbook o f  Modern Accounting (1970), p. 
38.10.
Dickey, Accountants’ Cost Handbook, 2nd Ed. (1960), p. 
13.23.
Horngren, Cost Accounting: A Managerial Emphasis, 3rd 
Ed. (1972), pp. 28-30, 87-89, 92-94, 570-575, 
578-580, 603-607, 630-638.
Matz and Curry, Cost Accounting -  Planning and Control, 
5th Ed. (1972), pp. 704-707.
Question 5
AICPA, Accounting Principles Board Opinion No. 29, 
“Accounting for Nonmonetary Transactions” (1973).
Hendriksen, Accounting Theory, Rev. Ed. (1970), p. 371. 
Meigs, Johnson, Keller, and Mosich, Intermediate Account­
ing, 2nd Ed. (1968), pp. 343-365.
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
(1972), pp. 430458.
Welsch, Zlatkovich, and White, Intermediate Accounting, 3rd 
Ed. (1972), pp. 197-198, 469-491, 510-535, 586-592.
Accounting Practice —  Part II
Question 1 Question 2
AICPA, Accounting Principles Board Opinion No. 11, 
“Accounting for Income Taxes” (1967).
AICPA, Accounting Principles Board Opinion No. 14, 
“Accounting for Convertible Debt and Debt Issued 
with Stock Purchase Warrants” (1969).
AICPA, Accounting Principles Board Opinion No. 15, 
“Earnings per Share” (1969).
Griffin, Williams, and Larson, Advanced Accounting, Rev. 
Ed. (1971).
Meigs, Johnson, Keller, and Mosich, Intermediate Account­
ing, 2nd Ed. (1968).
Simons and Karrenbrock, Advanced Accounting, Comp. 
Vol., 4th Ed. (1968).
Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972).
Ackoff and Saseini, Fundamentals o f  Operations Research 
(1968).
Bierman and Drebin, Managerial Accounting: An Introduc­
tion (1968).
Corcoran, Mathematical Applications in Accounting (1968). 
Dickey, Accountants' Cost Handbook, 2nd Ed. (1960). 
Horngren, Accounting for Management Control: An Intro­
duction, 2nd Ed. (1970).
Horngren, Cost Accounting: A Managerial Emphasis, 3rd 
Ed. (1972).
Summers, Introduction to Accounting for Decision Making 
and Control (1974).
Summers and Welsch, “How Learning Curve Models Can be 
Applied to Profit Planning,” Management Services 
(March-April, 1970).
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Question 5
Hendriksen, Accounting Theory, Rev. Ed. (1970), pp. 
347-351.
Meigs, Johnson, Keller, and Mosich, Intermediate Account­
ing, 2nd Ed. (1968), pp. 257-261, 268-269, 313-320.
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
(1972), pp. 255-266, 322-327.
Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972), pp. 347-353, 381-386.
Question 4
A Standard Tax Service, the Internal Revenue Code and 
Tax Regulations.
Question 3
AICPA, Accounting Principles Board Opinion No. 6, 
“Status of Accounting Research Bulletins” (1965).
AICPA, Accounting Principles Board Opinion No. 16, 
“Business Combinations” (1970).
AICPA, Accounting Principles Board Opinion No. 17, 
“Intangible Assets” (1970).
Davidson, Handbook o f  Modern Accounting (1970), pp. 
26.15-26.16,31.7-31.11.
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
(1972), pp. 696-698.
Simons and Karrenbrock, Advanced Accounting, Comp. 
Vol., 4th Ed. (1968), pp. 271-275.
Auditing
Question 1
AICPA, Statement on Auditing Standards No. 1, “Codifica­
tion of Auditing Standards and Procedures” (1973).
AICPA, “Code of Professional Ethics” (1974).
AICPA, Statement on Management Advisory Services No. 
1, “Tentative Description of the Nature of Manage­
ment Advisory Services by Independent Accounting 
Firms” (1969).
Securities and Exchange Commission, Accounting Series 
Release No. 126 (1972).
Carmichael, The Auditor’s Reporting Obligation, Auditing 
Research Monograph No. 1 (1972).
Holmes and Overmyer, Auditing: Principles and Procedure, 
7th Ed. (1971).
Meigs, Larsen, and Meigs, Principles o f  Auditing, 5th Ed. 
(1973).
Stettler, Auditing Principles, 3rd Ed. (1970).
Question 2
AICPA, Statement on Auditing Standards No. 1, “Codifica­
tion of Auditing Standards and Procedures” (1973).
AICPA, “Code of Professional Ethics” (1974).
AICPA, Industry Audit Guide: Audit o f  Voluntary Health 
and Welfare Organizations (1974).
AICPA, Industry Audit Guide: Hospital Audit Guide 
(1972).
AICPA, Statement on Management Advisory Services No.
1, “Tentative Description of the Nature of Manage­
ment Advisory Services by Independent Accounting 
Firms” (1969).
AICPA, Statement on Management Advisory Services No.
2, “Competence in Management Advisory Services” 
(1969).
AICPA, Statement on Management Advisory Services No. 
3, “Role in Management Advisory Services” (1969).
AICPA, Statements on Responsibilities in Tax Practice No. 
1, “Signature of Preparer” (1964).
AICPA, Statements on Responsibilities in Tax Practice No. 
3, “Answers to Questions on Returns” (1966).
Davis, Auditing and EDP(1968).
Meigs, Larsen, and Meigs, Principles o f  Auditing, 5th Ed. 
(1973).
Stettler, Auditing Principles, 3rd Ed. (1970).
Question 3
AICPA, Statement on Auditing Standards No. 1, “Codifica­
tion of Auditing Standards and Procedures” (1973), 
pp. 62, 188-199.
Cashin, Handbook for Auditors (1971), pp. 22.27-22.28. 
Cashin and Owens, Auditing, 2nd Ed. (1963), pp. 274-276. 
Meigs, Larsen, and Meigs, Principles o f  Auditing, 5th Ed.
(1973), pp. 466,474.
Question 4
AICPA, Statement on Auditing Standards No. 1, “Codifica­
tion of Auditing Standards and Procedures” (1973), 
pp. 123-127.
Holmes and Overmyer, Auditing: Principles and Procedure, 
7th Ed. (1971), pp. 801-804.
Meigs, Larsen, and Meigs, Principles o f  Auditing, 5th Ed. 
(1973), pp. 224-225.
Stettler, Auditing Principles, 3rd Ed. (1970), pp. 419-421. 
Willingham and Carmichael, Auditing Concepts and
Methods (1971), pp. 366-373.
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AICPA, Statement on Auditing Standards No. 1, “Codifica­
tion of Auditing Standards and Procedures” (1973), 
pp. 27-35.
Carmichael, “Tests of Transactions —  Statistical and 
Otherwise,” Journal o f  Accountancy (February 
1968).
Meigs, Larsen, and Meigs, Principles o f  Auditing, 5th Ed. 
(1973), pp. 139-149, 211-212, 225-232.
Porter, “Evaluating Internal Controls in EDP Systems,” 
Journal o f Accountancy, (August 1964).
Stettler, “Some Observations on Statistical Sampling in 
Auditing,” Journal o f  Accountancy (April 1966). 
Stettler, Systems Based Independent Audits, 2nd Ed.
(1974), pp. 566-568.
Question 5
AICPA, Statement on Auditing Standards No. 1, “Codifica­
tion of Auditing Standards and Procedures” (1973), 
pp. 88-92.
Saxe, “Unaudited Financial Statements: Rules, Risks and 
Recommendations,” The CPA Journal (June 1972).
Schneiderman, “ 1136 Tenants’ Corporation vs. Max 
Rothenberg & Co. —  Some Legal Considerations,” 
The CPA Journal (June 1972).
Question 7
Cashin, Handbook for Auditors (1971), p. 9.15.
Davis, Auditing and EDP (1968), pp. 289-295.
Meigs, Larsen, and Meigs, Principles o f Auditing, 5th Ed.
(1973), pp. 142-146.
Porter and Burton, Auditing: A Conceptual Approach 
(1971), pp. 188-189.
Question 6
Business Law
Question 1
Anderson and Kumpf, Business Law, Comp. Vol., UCC 9th 
Ed. (1972).
Lusk, et al., Business Law: Principles and Cases, 2nd UCC 
Ed. (1970).
Smith and Roberson, Business Law, UCC 3rd Ed. (1971). 
Uniform Partnership and Limited Partnership Acts.
Wyatt and Wyatt, Business Law, 4th Ed. (1971).
Question 2
Corley and Robert, Dillavou and Howard’s Principles o f  
Business Law, 9th Ed. (1971).
Lusk, et al., Business Law: Principles and Cases, 2nd UCC 
Ed. (1970).
Smith and Roberson, Business Law, UCC 3rd Ed. (1971). 
Wyatt and Wyatt, Business Law, 4th Ed. (1971).
Question 3
Anderson and Kumpf, Business Law, Comp. Vol., UCC 9th 
Ed. (1972).
Lusk, et al., Business Law: Principles and Cases, 2nd UCC 
Ed. (1970).
Smith and Roberson, Business Law, UCC 3rd Ed. (1971). 
Wyatt and Wyatt, Business Law, 4th Ed. (1971).
Question 4
Anderson and Kumpf, Business Law, Comp. Vol., UCC 9th 
Ed. (1972), pp. 9 1 , 98, 103, 105, 587-590.
Smith and Roberson, Business Law, UCC 3rd Ed. (1971), 
pp. 997-1005.
Uniform Commercial Code, Articles 2, 6, and 9.
Wyatt and Wyatt, Business Law, 4th Ed. (1971), pp.
472-474,477,483,492,496.
Question 5
Anderson and Kumpf, Business Law, Comp. Vol., UCC 9th 
Ed. (1972), pp. 727-729.
Boutell, Contemporary Auditing (1970), pp. 283-323. 
Dower and Vihon, Legal Problems o f  Business in a Free
Society (1973), pp. 211-258.
Lusk, et al., Business Law: Principles and Cases, 2nd UCC 
Ed. (1970), pp. 547-548, 576-578, 613-616, 678-681.
Meigs, Larsen, and Meigs, Principles o f  Auditing, 5th Ed. 
(1973), pp. 65-80.
Stettler, Auditing Principles, 3rd Ed. (1970), pp. 31-37. 
Wyatt and Wyatt, Business Law, 4th Ed. (1971), pp.
582-584.
Question 6
Anderson and Kumpf, Business Law, Comp. Vol., UCC 9th 
Ed. (1972), pp. 325-332, 339-340, 351-361,396-397.
Smith and Roberson, Business Law, UCC 3rd Ed. (1971), 
pp. 573-585, 607-609, 627-643, 664-665.
Uniform Commercial Code, Article 3.
Wyatt and Wyatt, Business Law, 4th Ed. (1971), pp. 
334-336, 339-342, 352-354, 360-361, 365, 418-419.
133
Suggested References
Question 7
Anderson and Kumpf, Business Law, Comp. Vol., UCC 9th 
Ed. (1972), pp. 602, 768-770.
Lusk, et al., Business Law: Principles and Cases, 2nd UCC 
Ed. (1970), pp. 692, 976-978.
Smith and Roberson, Business Law, UCC 3rd Ed. (1971), 
pp. 1044-1045, 1050, 1121-1123, 1170, 1174-1175.
Wyatt and Wyatt, Business Law, 4th Ed. (1971), pp. 
681-685, 772-773.
Accounting Theory
Question 1
AICPA, APB Accounting Principles, Vol. 2.
Davidson, Handbook o f  Modern Accounting (1970).
Meigs, Mosich, Johnson, and Keller, Intermediate Account­
ing, 3rd Ed. (1974).
Simons, Intermediate Accounting, 5th Ed. (1972).
Welsch, Zlatkovich, and White, Intermediate Accounting,
3rd Ed. (1972).
Question 2
AICPA, APB Accounting Principles, Vol. 2.
Davidson, Handbook o f  Modern Accounting (1970). 
Hendriksen, Accounting Theory, Rev. Ed. (1970). 
Horngren, Cost Accounting: A Managerial Emphasis, 3rd
Ed. (1972).
Question 3
AICPA, Accounting Principles Board Opinion No. 18, “The 
Equity Method of Accounting for Investments in 
Common Stock” (1971).
AICPA, Accounting Principles Board Opinion No. 23, 
“Accounting for Income Taxes — Special Areas” 
(1972).
AICPA, Accounting Principles Board Opinion No. 24, 
“Accounting for Income Taxes” (1972).
Davidson, Handbook o f  Modern Accounting (1970), pp.
12.2-12.3, 12.6, 12.14, 12.28-12.29,32.2-32.7.
Meigs, Johnson, Keller, and Mosich, Intermediate Account­
ing, 3rd Ed. (1974), pp. 183-190, 786-796.
Simons, Intermediate Accounting, 5th Ed. (1972), pp. 
33-36,354-359,371-375.
Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972), pp. 90-92, 237-238, 411-423.
Question 4
Backer, Modern Accounting Theory (1966), pp. 68-74, 
84-91,99-108.
Davidson, Handbook o f Modern Accounting (1970), pp. 
3.11-3.13, 10.2-10.26.
Hendriksen, Accounting Theory, Rev. Ed. (1970), pp. 
124-176.
Paton and Littleton, An Introduction to Corporate Ac­
counting Standards (1940), pp. 46-64.
Salmonson, Basic Financial Accounting Theory (1969), pp. 
75-78, 97-109.
Suojanen, “Accounting Theory and the Large Corpora­
tion,” Accounting Review (July, 1954), pp. 391-398.
Question 5
Davidson, Handbook o f  Modern Accounting (1970), pp.
36.1-36.17, 36.22-36.25.
Horngren, Cost Accounting: A Managerial Emphasis, 3rd 
Ed. (1972), pp.23-39,349-358, 367-369.
Matz and Curry, Cost Accounting, 5th Ed. (1972), pp. 
470-474, 659-673, 725-739.
Neuner, Cost Accounting: Principles and Practice, 8th Ed. 
(1973), pp. 681-687,710-721.
Question 6
Horngren, Cost Accounting: A Managerial Emphasis, 3rd 
Ed. (1972), pp. 186-212, 271-282.
Matz and Curry, Cost Accounting, 5th Ed. (1972), pp. 
497-512,535-551.
Neuner, Cost Accounting: Principles and Practice, 8th Ed. 
(1973), pp. 519-543, 554-571,581-597.
Shillinglaw, Cost Accounting: Analysis and Control, 3rd 
Ed. (1972), pp. 465481.
Question 7
AICPA, Accounting Principles Board Opinion No. 15, 
“Earnings per Share” (1969).
AICPA, Accounting Principles Board Opinion No. 25, 
“Accounting for Stock Issued to Employees” 
(1972).
AICPA, Ball, “Computing Earnings per Share: Unofficial 
Accounting Interpretations of APB Opinion No. 15” 
(1970).
Davidson, Handbook o f  Modern Accounting (1970), pp. 
3.28-3.41,28.1-28.15.
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Accounting Practice —  Part I
Question 1
AICPA, APB Accounting Principles, Vol. 2(1973).
Griffin, Williams, and Larson, Advanced Accounting, Rev.
Ed. (1971).
Meigs, Mosich, Johnson, and Keller, Intermediate Account­
ing, 3rd Ed. (1974).
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
(1972).
Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972).
Question 2
Corcoran, Mathematical Applications in Accounting (1968). 
Dickey, Accountants’ Cost Handbook, 2nd Ed. (1960). 
Horngren, Cost Accounting: A Managerial Emphasis, 3rd
Ed. (1972).
Matz and Curry, Cost Accounting -  Planning and Control, 
5th Ed. (1972).
Question 3
Meigs, Mosich, Johnson, and Keller,Intermediate Account­
ing, 3rd Ed. (1974), pp. 634-642.
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
(1972), pp. 354-375, 388-402.
Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972), pp. 411-450,857-859,864.
Question 4
AICPA, Accounting Principles Board Opinion No. 19, 
“Reporting Changes in Financial Position” (1971).
AICPA, Accounting Trends and Techniques, Twenty-Eighth 
Edition (1974), pp. 361-394.
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
(1972), pp. 809-838, 907-909,915-917.
Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972), pp. 991-1026, 1046,1050.
Question 5
A  Standard Tax Service, Internal Revenue Code and Tax 
Regulations.
AICPA, Accounting Principles Board Opinion No. 18, “The 
Equity Method of Accounting for Investments in Com­
mon Stock” (1971).
Accounting Practice —  Part II
Question 3Question 1
AICPA , APB Accounting Principles, Vol. 2 (1973).
Griffin, Williams, and Larson, Advanced Accounting, Rev.
Ed. (1971)
Meigs, Mosich, Johnson, and Keller,Intermediate Account­
ing, 3rd Ed. (1974).
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
(1972).
Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972).
Question 2
A Standard Tax Service, the Internal Revenue Code and 
Tax Regulations.
Backer and Jacobsen, Cost Accounting: A Managerial 
Approach (1964), pp. 341-343.
Dickey, Accountants’ Cost Handbook, 2nd Ed. (1960), pp. 
7.21-7.22, 18.12, 18.32-18.35.
Horngren, Cost Accounting: A Managerial Emphasis, 3rd 
Ed. (1972), pp. 349-368, 395-403.
Matz and Curry, Cost Accounting -  Planning and Control, 
5th Ed. (1972), pp. 725-732.
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Question 4
AICPA, Accounting Principles Board Opinion No. 9, 
“Reporting the Results of Operations” (1966).
AICPA, Accounting Principles Board Opinion No. 15, 
“Earnings Per Share” (1969).
AICPA, Ball, “Computing Earnings per Share: Unofficial 
Accounting Interpretations of APB Opinion No. 15” 
(1970).
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
(1972), pp. 782-794.
Question 5
AICPA, Accounting Principles Board Opinion No. 16, 
“Business Combinations” (1970).
Griffin, Williams, and Larson', Advanced Accounting, Rev. 
Ed. (1971), pp. 213-220,390448.
Meigs, Johnson, and Keller, Advanced Accounting (1966), 
pp. 311-356.
Simons and Karrenbrock, Advanced Accounting, Comp. 
Vol., 4th Ed. (1968), pp. 415433.
Auditing
Question 1
AICPA, Accounting Principles Board Opinion No. 20, 
“Accounting Changes” (1971).
AICPA, Professional Standards, Code of Professional Ethics 
and Bylaws, September 1974.
AICPA, Statement on Auditing Standards No. 1, “Codifica­
tion of Auditing Standards and Procedures” (1973).
AICPA, Statement on Auditing Standards No. 2, “Reports 
on Audited Financial Statements” (1974).
Davis, Auditing and EDP (1968).
Meigs, Larsen, and Meigs, Principles o f  Auditing, 5th Ed. 
(1973).
Question 2
AICPA, An Auditor’s Approach to Statistical Sampling, 
Vol. 1, “An Introduction to Statistical Concepts and 
Estimation of Dollar Values” (1973).
AICPA, An Auditor’s Approach to Statistical Sampling, 
Vol. 2, “Sampling for Attributes: Estimation and Dis­
covery” (1974).
AICPA, Professional Standards, Code of Professional Ethics 
and Bylaws, September 1974.
AICPA, Statement on Auditing Standards No. 1, “Codifica­
tion of Auditing Standards and Procedures” (1973).
AICPA, Statement on Management Advisory Services No. 
3, “Role in Management Advisory Services” (1969).
AICPA, Statement on Responsibilities in Tax Practice No. 
5, “Use of Estimates” (1969).
AICPA, Statement on Responsibilities in Tax Practice No. 
9, “Certain Procedural Aspects of Preparing Returns” 
(1972).
Causey, Duties and Liabilities o f  the CPA (1973).
Stettler, Systems Based Independent Audits, 2nd Ed.
(1974).
Question 3
AICPA, Statement on Auditing Standards No. 1, “Codifica­
tion of Auditing Standards and Procedures” (1973), 
pp. 55-57.
Cashin, Handbook o f  Auditors (1971), pp. 12.10-12.13. 
Mautz and Sharaf, The Philosophy o f  Auditing (1964), pp.
68-110.
Stettler, Systems Based Independent Audits, 2nd Ed. 
(1974), pp. 110-117.
Question 4
AICPA, Professional Standards, Code of Professional Ethics 
and Bylaws, September 1974.
AICPA, Statement on Auditing Standards No. 1, “Codifica­
tion of Auditing Standards and Procedures” (1973), 
p.78.
Stettler, Systems Based Independent Audits, 2nd Ed. 
(1974), pp. 34,449-450,481 -482, 582-586.
Question 5
Bernstein, Financial Statement Analysis: Theory, Applica­
tion, and Interpretation (1974), pp. 46,69-71,384-390.
Bernstein, “Ratio, Change and Trend Analysis as an Audit 
Tool,” The Journal o f  Accountancy (September 
1964), pp. 51-55.
Cashin, Handbook o f  Auditors (1971), pp. 48.1 -48.12. 
Willingham and Carmichael , Auditing Concepts and Methods,
2nd Ed. (1975), pp. 198-200.
Question 6
Cashin and Owens, Auditing, 2nd Ed. (1963), p. 347. 
Grinaker and Barr,Auditing: The Examination o f  Financial
Statements (1965), pp. 339-341.
Holmes and Overmyer, Auditing: Principles and Procedure, 
7th Ed. (1971), pp. 552-558, 590-591.
Meigs, Larsen, and Meigs, Principles o f  Auditing, 5th Ed. 
(1973), pp. 514-518.
Stettler, Systems Based Independent Audits, 2nd Ed. (1974), 
pp. 355-357.
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Question 7
AICPA, Accounting Principles Board Opinion No. 20, 
“Accounting Changes” (1971).
AICPA, Statement on Auditing Standards No. 1, “Codifica­
tion of Auditing Standards and Procedures” (1973) 
pp. 72-76.
Meigs, Larsen, and Meigs, Principles o f  Auditing, 5th Ed 
(1973), pp. 26-27, 723-724.
Stettler, Systems Based Independent Audits, 2nd Ed 
(1974), pp. 483-485.
Business Law
Question 1
Anderson and Kumpf, Business Law, Comp. Vol., UCC 
9th Ed. (1972).
Lusk, et al., Business Law: Principles and Cases, 3rd UCC 
Ed. (1974).
Smith and Roberson, Business Law, UCC 3rd Ed. (1971). 
Wyatt & Wyatt, Business Law, 4th Ed. (1971).
Question 2
Corley and Robert, Dillavou and Howard’s Principles o f  
Business Law, 9th Ed. (1971).
Lusk, et al., Business Law: Principles and Cases, 3rd UCC 
Ed. (1974).
Smith and Roberson, Business Law, UCC 3rd Ed. (1971). 
Uniform Partnership and Limited Partnership Acts.
Wyatt & Wyatt, Business Law, 4th Ed. (1971).
Question 3
Anderson and Kumpf, Business Law, Comp. Vol., UCC 9th 
Ed. (1972).
Lusk, et al., Business Law: Principles and Cases, 3rd UCC 
Ed. (1974).
Smith and Roberson, Business Law, UCC 3rd Ed. (1971). 
Uniform Commercial Code.
Wyatt & Wyatt,Business Law, 4th Ed. (1971).
Question 4
Corley and Robert, Dillavou and Howard’s Principles o f  
Business Law, 9th Ed. (1971), pp. 921-922, 926-927.
Lusk, et al., Business Law: Principles and Cases, 3rd UCC 
Ed. (1974), pp. 522-525, 1018-1021.
Model Business Corporation Act.
Paust and Upp, Business Law, 2nd Ed. (1974), pp. 585. 
590-592.
Smith and Roberson, Business Law, UCC 3rd Ed. (1971), 
pp. 814-815,818-823.
Wyatt & Wyatt, Business Law, 4th Ed. (1971), pp. 601, 
627-628.
Question 5
Causey, Duties and Liabilities o f  the CPA (1973), pp. 
33-35,43-46,66-67,88-94.
Meigs, Larsen, and Meigs, Principles o f  Auditing, 5th Ed. 
(1973), pp. 65-80.
Stettler, Systems Based Independent Audits, 2nd Ed. 
(1974), pp. 24-39.
Thompson and Brady, Law in a Business Environment 
(1963), pp. 617-621.
Question 6
Anderson and Kumpf, Business Law, Comp. Vol., UCC 9th 
Ed. (1972), pp. 595-599, 885-896.
Corley and Robert, Dillavou and Howard’s Principles o f  
Business Law, 9th Ed. (1971), pp. 646-647, 890-892.
Federal Bankruptcy Act.
Smith and Roberson, Business Law, UCC 3rd Ed. (1971). 
pp. 975-985.
Wyatt & Wyatt,Business Law, 4th Ed. (1971), pp. 825-844.
Question 7
Corley and Robert, Dillavou and Howard’s Principle o f  
Business Law, 9th Ed. (1971), pp. 463-568.
Lusk, et al., Business Law: Principles and Cases, 3rd UCC 
Ed. (1974), pp. 801-878.
Smith and Roberson, Business Law, UCC 3rd Ed. (1971). 
pp. 565-726.
Uniform Commercial Code, Articles 3 and 4.
Wyatt & Wyatt,Business Law, 4th Ed. (1971), pp. 317-407.
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Accounting Theory
Question 1
AICPA, APB Accounting Principles, Vol. 2 (1973). 
Davidson, Handbook o f  Modern Accounting (1970).
Griffin, Williams, and Larson, Advanced Accounting, Rev.
Ed. (1971).
Meigs, Mosich, Johnson, and Keller, Intermediate A ccount­
ing, 3rd Ed. (1974).
Simons, Intermediate Accounting, Comp. Vol .  5th Ed. 
(1972).
Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972).
Question 2
Davidson, Handbook o f  Modern Accounting (1970). 
Horngren, Cost Accounting: A Managerial Emphasis, 3rd
Ed. (1972).
Matz and Curry, Cost A ccounting-Planning and Control, 
5th Ed. (1972).
Neuner, Cost Accounting: Principles and Practice, 8th Ed. 
(1973).
Shillinglaw, Cost Accounting: Analysis and Control, 3rd 
Ed. (1972).
Question 3
AICPA, Accounting Principles Board Opinion No. 28, 
“Interim Financial Reporting” (1973).
Bows, Jr., and Wyatt, “Improving Interim Financial Report­
ing,” The Journal o f  Accountancy (October, 1973), 
p p .54-59.
Davidson, Handbook o f  Modem Accounting (1970), pp.
6.1-6.22.
Question 4
AICPA, Accounting Principles Board Opinion No. 16, 
“Business Combinations” (1970).
Griffin, Williams, and Larson, Advanced Accounting, Rev. 
Ed. (1971), pp. 303-317.
Meigs, Johnson, and Keller, Advanced Accounting (1966), 
pp. 250-264, 356-362.
Simons and Karrenbrock, Advanced Accounting, Comp. 
Vol., 4th Ed. (1968), pp. 268-276, 301-331.
Question 5
Meigs, Mosich, Johnson, and Keller, Intermediate Account­
ing, 3rd Ed. (1974), pp. 287-306.
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
(1972), pp. 245-266.
Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972), pp. 300-312, 344-353.
Question 6
AICPA, Industry Audit Guide, Audits o f  State and Local 
Governmental Units (1914), pp. 3-21,73-85.
Davidson, Handbook o f  Modern Accounting (1970), pp.
42.2-42.32.
National Committee on Governmental Accounting, Govern­
mental Accounting, Auditing, and Financial Reporting 
(1968), pp. 1-14.
Wixon, Kell, and Bedford, Accountants’ Handbook, 5th 
Ed. (1970), pp. 28.1-28.55.
Question 7
AICPA, Accounting Principles Board Statement No. 3, “Fi­
nancial Statements Restated for General Price-Level 
Changes” (1969).
AICPA, Accounting Research Study No. 6, Reporting the 
Financial Effects o f  Price-Level Changes (1963).
FASB, Discussion Memorandum, “Reporting the Effects of 
General Price-Level Changes in Financial Statements” 
(1974).
Hendriksen, Accounting Theory, Rev. Ed. (1970), pp. 
200-234.
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Accounting Practice —  Part I
Question 1
AICPA, APB Accounting Principles, Vol. 2 (1973).
Simons, Intermediate Accounting, Comp. Vol., 5th Ed.
(1972).
Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972).
Question 2
Clark and Schkade, Statistical Analysis for Administrative 
Decisions, 2nd Ed. (1974).
Corcoran, Mathematical Applications in Accounting (1968). 
Horngren, Cost Accounting: A Managerial Emphasis, 3rd
Ed. (1972).
Matz and Curry, Cost Accounting -  Planning and Control, 
5th Ed. (1972).
Richmond, Operations Research for Management Decisions 
(1968).
Summers, An Introduction to Accounting for Decision 
Making and Control (1974).
Question 3
AICPA, Accounting Principles Board Opinion No. 20, 
“Accounting Changes” (1971).
AICPA, Accounting Principles Board Opinion No. 29, 
“Accounting for Nonmonetary Transactions” (1973).
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
(1972), pp. 977-995.
Welsch, Zlatkovich, and White, Intermediate Accounting, 3rd 
Ed. (1972), pp. 937-956.
Question 4
A Standard Tax Service, the Internal Revenue Code and 
Tax Regulations.
Question 5
Dickey, Accountants’ Cost Handbook, 2nd Ed. (1960), pp.
15.1-15.4, 15.35-15.36, 16.16-16.17.
Horngren, Cost Accounting: A Managerial Emphasis, 3rd 
Ed. (1972), pp. 186-290, 310-314.
Matz and Curry, Cost Accounting -  Planning and Control, 
5th Ed. (1972), pp. 497-509, 550-551.
Accounting Practice —  Part II
Question 1
AICPA, APB Accounting Principles, Vol. 2 (1973).
Griffin, Williams, and Larson, Advanced Accounting, Rev.
Ed. (1971).
Simons and Karrenbrock, Advanced Accounting, Comp. 
Vol., 4th Ed. (1968).
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
(1972).
Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972).
Question 2
A Standard Tax Service, the Internal Revenue Code and 
Tax Regulations.
Question 3
AICPA, Accounting Principles Board Opinion No. 26, 
“Early Extinguishment of Debt” (1972).
Corcoran, Mathematical Applications in Accounting ( 1968), 
pp. 44-47.
Horngren, Cost Accounting: A Managerial Emphasis, 3rd 
Ed. (1972), pp. 451-468.
Johnson, Financial Management, 4th Ed. (1971), pp. 
149-173, 181-185,410-413.
Kieso and Weygandt, Intermediate Accounting, 1st Ed. 
(1974), pp. 563-565.
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AICPA, Audits o f  State and Local Governmental Units 
(1974).
Hay and Mikesell, Governmental Accounting, 5th Ed. 
(1974), pp. 18-44, 191-195.
National Committee on Governmental Accounting, Govern­
mental Accounting, Auditing, and Financial Reporting 
(1968).
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AICPA, Accounting Principles Board Opinion No. 9, “Re­
porting the Results of Operations” (1966).
AICPA, Accounting Principles Board Opinion No. 20, 
“Accounting Changes” (1971).
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AICPA, Accounting Principles Board Opinion No. 30, 
“Reporting the Results of Operations —  Reporting the 
Effects of Disposal of a Segment of a Business, and 
Extraordinary, Unusual and Infrequently Occurring 
Events and Transactions” (1973).
Kieso and Weygandt, Intermediate Accounting, 1st Ed. 
(1974), pp. 119-129.
Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972), pp. 937-950.
Auditing
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AICPA, Accounting Principles Board Opinion No. 9, “Re­
porting the Results of Operations” (1966).
AICPA, Statement on Auditing Standards No. 1, “Codifica­
tion of Auditing Standards and Procedures” (1973). 
Holmes and Overmyer, Auditing: Principles and Procedure,
7th Ed. (1971).
Meigs, Larsen, and Meigs, Principles o f  Auditing, 5th Ed. 
(1973).
Willingham and Carmichael, Auditing Concepts and 
Methods, 2nd Ed. (1975).
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AICPA, An Auditor’s Approach to Statistical Sampling, 
Vol. 2, “Sampling for Attributes: Estimation and Dis­
covery” (1974).
AICPA, Professional Standards, Code of Professional Ethics 
and Bylaws, September 1974.
AICPA, Statement on Auditing Standards No. 1, “Codifica­
tion of Auditing Standards and Procedures” (1973).
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Holmes and Overmyer, Auditing: Principles and Procedure,
7th Ed. (1971).
Meigs, Larsen, and Meigs, Principles o f  Auditing, 5th Ed. 
(1973).
Stettler, Systems Based Independent Audits, 2nd Ed. 
(1974).
Willingham and Carmichael, Auditing Concepts and 
Methods, 2nd Ed. (1975).
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AICPA, Professional Standards, Code of Professional 
Ethics and Bylaws, September 1974.
AICPA, Statement on Auditing Standards No. 1, “Codi­
fication of Auditing Standards and Procedures” 
(1973).
AICPA, Statement on Responsibilities in Tax Practice 
No. 8, “Advice to Clients” (1970).
Holmes and Overmyer, Auditing: Principles and Procedure, 
7th Ed. (1971).
Meigs, Larsen, and Meigs, Principles o f  Auditing, 5th Ed. 
(1973).
Stettler, Systems Based Independent Audits, 2nd Ed. 
(1974).
Willingham and Carmichael, Auditing Concepts and 
Methods, 2nd Ed. (1975).
Question 4
AICPA, Professional Standards, Code of Professional 
Ethics and Bylaws, September 1974.
AICPA, Statement on Auditing Standards No. 1, “Codifica­
tion of Auditing Standards and Procedures” (1973), 
pp. 71-73, 78-79, 112-114.
AICPA, Statement on Auditing Standards No. 2, “Reports 
on Audited Financial Statements” (1974), pp. 2-3, 
5-6, 10-11,17-18.
Question 5
Adams and Mullarkey, “A Survey of Audit Software,” The 
Journal o f  Accountancy (September 1972).
AICPA, Audits o f  Service-Center-Produced Records (1974), 
Ch. 3.
Cashin, Handbook for Auditors (1971), pp. 16.25-16.30. 
Davis, Auditing and EDP (1968), Ch. 12.
Porter, “Generalized Computer-Audit Programs,” The
Journal o f  Accountancy (January 1969).
Porter and Burton, Auditing: A Conceptual Approach 
(1971), pp. 245-253.
Question 6
AICPA, Internal Control, Elements of a Coordinated 
System and its Importance to Management and the 
Independent Public Accountant, Special Report by 
the Committee on Auditing Procedure (1949).
Meigs, Larsen, and Meigs, Principles o f  Auditing, 5th Ed. 
(1973), pp. 142-146.
Stettler, Systems Based Independent Audits, 2nd Ed. 
(1974), pp. 188-217.
Question 7
AICPA, Accounting Principles Board Opinion No. 15, 
“Earnings Per Share” (1969).
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AICPA, Accounting Principles Board Opinion No. 19, 
“Reporting Changes in Financial Position” (1971). 
AICPA, Accounting Principles Board Opinion No. 22, “Dis­
closure of Accounting Policies” (1972).
AICPA, Accounting Research Bulletin No. 43, “Restate­
ment and Revision of Accounting Research Bulletins” 
(1961), Ch. 3, Section A; Ch. 4; Ch. 7, Section B, par. 
10-14.
AICPA, Statement on Auditing Standards No. 1, “Codi­
fication of Auditing Standards and Procedures” 
(1973), pp. 71-72, 78-79.
AICPA, Statement on Auditing Standards No. 2, “Reports 
on Audited Financial Statements” (1974), pp. 3, 5-6.
Holmes and Overmyer, Auditing: Principles and Procedures, 
7th Ed. (1971), pp. 407-409, 549-551.
Business Law
Question 1
Anderson and Kumpf, Business Law, Comp. Vol., UCC 
9th Ed. (1972).
Federal Bankruptcy Act.
Lusk, et al., Business Law: Principles and Cases, 3rd UCC 
Ed. (1974).
Smith and Roberson, Business Law, UCC 3rd Ed. (1971). 
Uniform Commercial Code, Article 2.
Question 2
Anderson and Kumpf, Business Law, Comp. Vol., UCC 
9th Ed. (1972).
Boutell, Contemporary Auditing (1970).
Lusk, et al., Business Law: Principles and Cases, 3rd 
UCC Ed. (1974).
Meigs, Larsen, and Meigs, Principles o f  Auditing, 5th Ed. 
(1973).
Model Business Corporation Act.
Smith and Roberson, Business Law, UCC 3rd Ed. (1971).
Question 3
Anderson and Kumpf, Business Law, Comp. Vol., UCC 
9th Ed. (1972).
Lusk, et al., Business Law: Principles and Cases, 3rd 
UCC Ed. (1974).
Smith and Roberson,Business Law, UCC 3rd Ed. (1971). 
Thompson and Brady, Antitrust Fundamentals, 2nd Ed.
(1974).
Uniform Commercial Code, Article 9.
Question 4
Anderson and Kumpf, Business Law, Comp. Vol., UCC 
9th Ed. (1972), pp. 87, 88, 91,92, 95, 96,99, 100, 
105-110, 597,598.
Lusk, et al., Business Law: Principles and Cases, 3rd 
UCC Ed. (1974), pp. 103-106, 111-116, 125-128, 
133-135,910-912.
Smith and Roberson, Business Law, UCC 3rd Ed. (1971), 
pp. 50, 51,56,59-64.
Wyatt and Wyatt, Business Law, 4th Ed. (1971), pp. 
44-49,817,818,821.
Question 5
Anderson and Kumpf, Business Law, Comp. Vol., UCC 9th 
Ed. (1972), pp. 727, 728.
Kempin and Weisen, Legal Aspects o f  Management Process 
(1969), pp. 614-675.
Lusk, et al., Business Law: Principles and Cases, 3rd UCC 
Ed. (1974), pp. 577-580, 584-587, 592-594, 596-599.
Rappaport, SEC Accounting Practice and Procedure, 3rd 
Ed. (1972), pp. 6.1-6.12.
Smith and Roberson, Business Law, UCC 3rd Ed. (1971), 
pp. 847-849, 858-863.
Question 6
Anderson and Kumpf, Business Law, Comp. Vol., UCC 9th 
Ed. (1972), pp. 331,332, 351-360.
Lusk, et al., Business Law: Principles and Cases, 3rd UCC 
Ed. (1974), pp. 805-808, 817-819, 839-840, 850-852.
Smith and Roberson, Business Law, UCC 3rd Ed. (1971), 
pp. 565, 566, 573, 583-585, 627-629, 635-638.
Uniform Commerical Code, Sections 3-104, 3-110, 3-111, 
3-302,3-303,3-305.
Question 7
Anderson and Kumpf, Business Law, Comp. Vol., UCC 9th 
Ed. (1972), pp. 641,642, 650-654, 657-659, 661-663.
Lusk, et al., Business Law: Principles and Cases, 3rd UCC 
Ed. (1974), pp. 413-417, 421-423, 428-430.
Smith and Roberson, Business Law, UCC 3rd Ed.(1971), 
pp. 753-758.
Uniform Partnership Act, Sections 9, 10, 13, 14, 15, 21, 
32.
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Question 1 Question 4
AICPA, APB Accounting Principles, Vol. 2. (1973). 
Horngren, Cost Accounting: A Managerial Emphasis, 3rd
Ed. (1972).
Matz and Curry, Cost Accounting-Planning and Control, 
5th Ed. (1972).
Meigs, Mosich, Johnson, and Keller, Intermediate Ac­
counting, 3rd Ed. (1974).
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
(1972).
Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972).
Question 2
AICPA, APB Accounting Principles, Vol. 2, (1973).
AICPA, Industry Audit Guide, Audits o f  State and Local
Governmental Units (1974).
Financial Accounting Standards Board, FASB Interpre­
tation No. 2, “Imputing Interest on Debt Arrange­
ments Made Under the Federal Bankruptcy Act” 
(1974).
Financial Accounting Standards Board, Statement of Finan­
cial Accounting Standards No. 2, “Accounting for 
Research and Development Costs” (1974).
Hay and Mikesell, Governmental Accounting, 5th Ed. 
(1974).
Lynn and Freeman, Fund Accounting: Theory and Practice 
(1974).
Municipal Finance Officers Association, Governmental 
Accounting, Auditing, and Financial Reporting Study 
Guide (1974).
National Committee on Governmental Accounting, Govern­
mental Accounting, Auditing, and Financial Reporting 
(1968).
Question 3
AICPA, Accounting Principles Board Statement No. 4, 
“Basic Concepts and Accounting Principles Underlying 
Financial Statements of Business Enterprises” (1970).
Hendriksen, Accounting Theory, Rev. Ed. (1970), pp. 
159,176-198.
Salmonson, Basic Financial Accounting Theory (1969), 
 pp. 9 7 ,109-119.
Simons, Intermediate Accounting, Comp. Vol., 5th Ed. 
(1972), pp. 59-64,66-68.
Financial Accounting Standards Board, Statement of Finan­
cial Accounting Standards No. 1, “Disclosure of 
Foreign Currency Translation Information” (1973).
Griffin, Williams, and Larson, Advanced Accounting, Rev. 
Ed. (1971), pp. 211-212, 581-595.
Meigs, Johnson, and Keller, Advanced Accounting (1966), 
pp. 243-244,463-480.
Simons and Karrenbrock, Advanced Accounting, Comp. 
Vol., 4th Ed. (1968), pp. 307-310, 595-618.
Question 5
AICPA, Accounting Principles Board Opinion No. 5, 
“Reporting of Leases in Financial Statements of 
Lessee” (1964).
AICPA, Accounting Principles Board Opinion No. 7, 
“Accounting for Leases in Financial Statements of 
Lessors” (1966).
AICPA, Accounting Principles Board Opinion No. 27, 
“Accounting for Lease Transactions for Manufacturer 
or Dealer Lessors” (1972).
Davidson, Handbook o f  Modem Accounting (1970), pp.
23.2-23.15.
Question 6
Davidson, Handbook o f  Modern Accounting (1970), pp.
38.2-38.6,38.13-38.22.
Horngren, Cost Accounting: A Managerial Emphasis, 3rd 
Ed. (1972),pp.596-607, 620-623, 630-635.
Matz and Curry, Cost Accounting-Planning and Control, 
5th Ed. (1972), pp. 120-137, 148-169.
Question 7
AICPA, Accounting Principles Board Opinion No. 19, 
“Reporting Changes in Financial Position” (1971). 
AICPA, Accounting Principles Board Opinion No. 30,
“Reporting the Results of Operations” (1973).
Meigs, Mosich, Johnson, and Keller, Intermediate Ac­
counting, 3rd Ed. (1974), pp. 867-895.
Simons, Intermediate Accounting, Comp. Vol., 5th Ed.
(1972), pp. 809-838.
Welsch, Zlatkovich, and White, Intermediate Accounting, 
3rd Ed. (1972), pp. 991-1026.
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A
Accountant’s legal liability
Discussion of additional duty and liability of CPAs in
SEC work including responsibility after date of report 
to effective date of registration and with respect to IRS 
assessment during that interval (M75L-5) 83
Engagement letter does not require special procedures to 
discover defalcations and accountant is not liable 
if he performed his examination in a careful and 
competent manner (N74L-5) 52
Even in special examination for defalcations accountant 
not liable if exercised due care (N74L-5) 52
Failure to disclose that client has made large, unsecured 
loans on favorable terms to another corporation, all 
of whose stock is held by the board of directors of the 
client, would probably constitute a material omission 
and could result in liability to the firm under the 
Securities Exchange Act of 1934 (N74L-5) 52
Privileged-communication rule applied to CPAs by minority 
of state courts not followed by federal courts and must 
surrender working papers on IRS subpoena even though 
did not prepare tax return (M75L-5) 84
Accounting changes (N75PII-5) 103
See also APB Opinion No. 20
Change from one GAAP to another GAAP, change in 
estimate, error correction not involving an 
accounting principle, correction of an error in 
principle accounted for as correction of an error, change 
in entity, change in principle and estimate inseparable 
and treated as change in estimate only, with a statement 
as to whether the auditor’s report must be modified as to 
consistency in each case, and a statement as to 
whether prior year’s statements should be restated 
for each case (M75A-7) 80
Computation for seven items listed of the amounts which 
would appear on the comparative (last two years) 
statements after adjustment for accounting changes in 
depreciation and bad debt expense (M74PI-4) 6
Accounting Principles Board (N75A-4) 106
Accounting Research Study No. 6 (M75T-7) 91
Accounts payable
Audit procedures based on computation of current ratios 
for two years (and condensed statements)
(M75A-5) 78
Accounts receivable
Audit procedures based on computation of accounts 
receivable turnover for two years (and condensed 
statements) (M75A-5) 78
Accumulated depreciation
Comprehensive audit program for accumulated depreciation 
and depreciation expense for a manufacturer of 
janitorial supplies, not including audit program steps 
for property, plant, and equipment (M75A-7) 79
Ace Corporation (N74PII-5) 42
Ace Tool Company (M75PI-3) 64
Acquisition of a material company after year-end
Audit procedures to detect and disclosure (N74A-4) 46
AICPA Code of Professional Ethics
Professional corporation
Formation which violates provisions relative to
impersonal names, incompatible services, all 
shareholders CPAs, all shareholders comply with 
AICPA standards of professional conduct, material 
interest in commercial corporation offering 
accounting services to the public, status not as 
investor in such commercial corporation, 
engagement in an occupation which impairs 
objectivity and serves as a feeder, fictitious name, 
publication of a “card,” expressing an unqualified 
opinion on statements which did not disclose a 
material lien, and disclosure of confidential 
information without client’s agreement 
(M75A-4) 77
Allocation of asset cost rationale (N75T-3) 119
American Institute of CPAs (M75A-4) 77
Antitrust
Interlocking directorates and acquisition of control of 
competitor may have lessened competition, and 
caused competitive injury and breach of trust by 
directors (M75L-4) 82
APB Opinion No. 3 (M75T-7)  91
APB Opinion No. 9 
(M75PII-4) 73
(M74PI-5) 7, (N74T-4) 57,
APB Opinion No. 14 (M74T-3) 28
APB Opinion No. 15 
(N75A-7) 777
(M75PII-4) 71, (N74T-7) 61,
APB Opinion No. 16 (N74PII-5) 42, (M75PII-5) 73
APB Opinion No. 18 (N74T-3) 55, (M75PI-3) 65
APB Opinion No. 19 
(N75T-7) 124
(N75A-4) 106, (N75A-7) 772,
APB Opinion No. 20 (M74PI-4) 6, (M75A-7) 80,
(N75PII-5) 103
APB Opinion No. 22 (N75A-7) 772
APB Opinion No. 23 (N74T-3) 55
APB Opinion No. 24 (N74T-3) 55
APB Opinion No. 25 (N74T-7) 67
APB Opinion No. 27 (N75T-5) 727
APB Opinion No. 29 (N74PI-5) 62
APB Opinion No. 30 
(N75PII-5) 103,
(M74PI-5) 7,
(N75T-7)
(N74T-4) 57,
725
Appraisal values
Departure from GAAP (N74A-6) 49
Asset
Allocation rationale (N75T-3) 119
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Asset (cont.)
Cost
Various assets acquired by lump-sum purchase, exchange 
for stock, construction, donation, installment 
purchase with other costs involved (N74PI-5) 38
Astor City (M75PI-5) 68
Audit objectives of a sample of transactions from a 
large-volume population (N74A-5) 47
Auditor’s report
Criticism of given report (N75A-4) 106
Decisions relative to the type of report modification,
discussion of considerations (M74A-4) 17
Deficiencies and omissions in given statements
(N75A-7) 110
Description of the reporting deficiencies in three given 
auditor’s reports, explanation of the reasons it is 
deficient, and how the report should be corrected 
(M74A-7) 20
Disclaimer
Setting forth the departure from generally accepted 
accounting principles and the effect (if known) on 
the financial statements (N74A-6) 49
Should always accompany unaudited financial 
statements (N74A-6) 48
Statements for internal use
Sentence added that the financial statements are
only for internal use by the client and therefore 
do not necessarily include all disclosures that 
might be required for a fair presentation in 
conformity with generally accepted accounting 
principles (N74A-6) 49
Effect of deficiencies and omissions in given statements 
(N75A-7) 110
Eight different accounting changes with statements as to 
whether the auditor’s report must be modified as to 
consistency in each case, and a statement as to whether 
prior year’s statements should be restated for each 
case (M75A-7) 80
Explanatory paragraph
Criticism of given paragraph (N75A-4) 106
Opinion
Criticism of given paragraph (N75A-4) 106
Scope
Criticism of given paragraph (N75A-4) 106
Audit procedures
Cut-off of purchases would detect goods in-transit 
(N74A-4) 46
For accounts receivable and accounts payable based on the 
current ratios and accounts receivable turnovers 
for two years (and condensed statements)
(M75A-5) 78
Inventory
Consignments out (N74A-3) 45
Finished merchandise in public warehouses pledged as
collateral for outstanding debt (N74A-3) 45
Objectives of a sample of transactions from a large- 
volume population (N74A-5) 47
Settlement of litigation after year-end
Detected by inquiry of client’s lawyer and/or a review
of cash disbursements to completion of field work 
(N74A-4) 46
Subsequent events
Acquisition Budgets
Detection and disclosure (N74A-4) 46 Cash (N74PI-3) 34
Bonds payable issued 
Detection and disclosure (N74A-4) 47 Buffer Company (M74PI-2) 2
In-transit goods received Business combinations
Detection and disclosure (N74A-4) 46 Pooling of interests
Audit procedures
Subsequent events (cont.)
Settlement of litigation
Detection and disclosure (N74A-4) 46
Audit program
Comprehensive audit program for accumulated depreciation 
and depreciation expense for a manufacturer of 
janitorial supplies, not including audit program 
steps for property, plant, and equipment 
(M75A-6) 79
Azuma Mines, Inc. (M75PI-3) 65
B
Balance sheet
Deficiencies and omissions
Effect on auditor’s report (N75A-7) 110
Bankruptcy
Discussion of the legal rights of unsecured creditors in 
bankruptcy and their accounting for related matters 
(M75L-6) 84
Trustee in bankruptcy can set aside voidable preference 
obtained as result of taking a secured position with 
knowledge of insolvency (M75L-6) 84
Bart Township (N75PII-4) 101
Bates Corporation (M74PI-3) 4
Bencivenga Company (M74PI-5) 7
Bilk City (M75PI-5) 68
Blue Corporation (N74PII-5) 42
Bonds payable
Differences in current accounting for original proceeds of 
the issuance of convertible bonds and of debt 
instruments with separate warrants to purchase common 
stock, underlying rationale for those differences, and 
summarization of the arguments for the alternative 
accounting treatment (M74T-3) 28
Early extinguishment
Gain or loss (N75PII-3) 100
Net cash investment (N75PII-3) 100
Net cash benefit per year (N75PII-3) 100
Subsequent events
Audit procedures for detection and disclosure of bonds 
issued after year-end (N74A-4) 47
Brand, George (N74PII-4) 41
Breakeven
Assumptions implicit (M74T-7) 32
Computation of breakeven point if fixed costs increase
to given figure (M74T-7) 32
Computation of breakeven point in terms of units and 
sales dollars (M74T-7) 32
Computation of sales volume to generate a given net 
income (M74T-7) 32
Explanation of terms, fixed costs, variable costs, relevant 
range, breakeven point, margin of safety, and sales 
mix (M74T-7) 32
Plant damaged by flood resulting in an uninsured loss Principles to follow in preparation of a consolidated
of inventory balance sheet as of the date of acquisition
Detection and disclosure (N74A-4) 47 (M75T-4) 88
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Business combinations (cont.)
Pooling of interest and purchase worksheet
(N74PII-5) 42
Purchase
Principles in allocating investment cost to assets
purchased and liabilities assumed for a consolidated 
balance sheet as of the date of acquisition 
(M75T-4) 88
Bymore Sales Company (M75PI-3) 64
c
Capital budgeting
Payback (N75PII-3) 100
Present value (N75PII-3) 100
Capitalization rather than expensing (N75T-3) 119
Cash
Additional, as opposed to standard, audit procedures 
necessary for cash receipts in given situation 
(M74A-3) 16
Cash budgets (N74PI-3) 34
Clark Corporation (M74PI-2) 2
Commercial paper
Antecedent debt as value in exchange for holder in due 
course (N75L-6) 116
Bank not liable for correctly refusing to pay after stop 
payment order (N75L-6) 116
Banks as holders in due course, generally not liable for 
cashing checks with fictitious payees with 
wrongful indorsements by employees of the 
corporation on whose account the checks were 
drawn (M75L-7) 85
Breach of warranty (N75L-6) 116
Condition, “subject to satisfactory delivery of goods
purchased,” violates requirement of being 
unconditional and makes the note nonnegotiable 
(N74L-6) 52
Discussion of liability of banks on stop payment orders 
(M75L-7) 85
Drawer has no further liability on check after 
certification (M75L-7) 85
Holder in due course
Antecedent debt as value in exchange (N75L-6) 116
Can sue the maker of the note or an unqualified
indorser of the note, who has been given proper 
notice of dishonor (N74L-6) 53
Not affected by restrictive indorsement, or by certification 
or postdating of check (M75L-7) 85
Not applicable
Takes instrument subject to all defenses 
(N75L-6) 116
Words of negotiability missing
Indorsement with those words does not cure
defect (N75L-6) 116
Takes instrument free of personal defenses
(N75L-6) 116
Without notice of any claim or defense 
(N75L-6) 116
Indorser of check released from liability upon later (but 
not earlier) certification of check (M75L-7) 85
Negotiability
Words of negotiability missing
Indorsement with those words does not cure
defect (N75L-6) 116
Words of negotiability (pay to order or bearer)
missing (N75L-6) 116
Once a check is negotiable no indorsement can stop its 
negotiability (M75L-7) 85
Commercial paper (cont.)
Payable to bearer
Indorsement not necessary to negotiate (N75L-6) 116
Personal defenses
Breach of warranty (N75L-6) 116
Personal defenses such as nondelivery of goods are not 
available against holder in due course 
(N74L-6) 53
Stop payment order
Bank refused to pay (N75L-6) 116
Uniform Commercial Code (N75L-6) 116
Postdated instrument is negotiable (N75L-6) 116
Completed contract method
Projected income statements (N74PI-3) 34
Computer audit software packages (N75A-5) 107
Computer
See Electronic data processing 
Consolidated balance sheet
See Consolidated financial statements 
Consolidated financial statements
Inappropriate because of dissimilar activities of parent 
and subsidiary (N74T-3) 56
Principles in allocating investment cost to assets
purchased and liabilities assumed for a consolidated 
balance sheet (purchase method) as of the date of 
acquisition (M75T-4) 88
Principles to follow in applying the pooling of interests 
method in preparation of a consolidated balance 
sheet as of the date of acquisition (M75T-4) 88
When appropriate with foreign subsidiary (N75T-4) 120
Worksheet to prepare consolidated trial balance
(M75PII-5) 73
Consolidated trial balance
See Consolidated financial statements 
Contracts
Acceptance delayed by telegraph company until after 
termination date of offer results in no contract 
(N75L-4) 114
Assignee of rights (N75L-6) 116
Breach
Negligence of telegraph company in delivery of 
acceptance (N75L-4) 114
Counter-offer rejects and terminates offer (N74L-4) 57
Discussion of rights of CPA to extra fees for SEC work
when client says that their oral understanding for 
years before they went public was that the CPAs 
were to perform the “usual” examination of its 
financial statements and provide other accounting 
services, and of fact that problems of this type might 
be prevented with engagement letters and discussions 
reduced to writing (M75L-5) 83
Negligence of telegraph company in delivery of 
acceptance
Recovery based upon tort of negligence or breach of 
contract (N75L-4) 114
Offer stipulating termination date
Acceptance delayed results in no contract
(N75L-4) 114
Rejected offer cannot be revived by party who rejected 
it (N74L-4) 57
Silence would not constitute acceptance of counter­
offer (N74L-4) 57
Telegraph company liable for delay in delivery of
acceptance resulting in no contract (N75L-4) 774
Tender of performance refused because after banking hours 
Debtor not released
Interest stopped (N75L-4) 114
Tender of performance valid even though after banking 
hours (N75L-4) 114
Termination date stipulated in offer
Acceptance delayed results in no contract
(N75L-4) 114
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Corporation
Land development
Investor’s interest is personal property (N75L-5) 115
Accommodation indorsement liability of corporation
(M75L-6) 84
Responsibilities, duties, and liabilities of directors
particularly as to fiduciary duties, conflict of interest, 
interlocking directorates, declaration of common 
dividends with no dividends on cumulative, preferred, 
abuse of discretion, etc. (M75L-4) 82
Correction of financial statements by worksheet 
(N75PI-3) 94
Cost accounting
Allocation of joint cost
Relative sales value method
By-product net realizable value treated as addition to 
the sales value of one product (N74PI-4) 37
By-product
Net realizable value treated as addition to sales value of 
one product in the allocation of joint cost to 
main products (N74PI-4) 37
Cost of goods manufactured statement
Job-order-cost (N74PI-4) 35
Direct costing (N75PI-5) 98
Equivalent production
Definition and explanation of significance and use 
(N75T-6) 123
Gross margin statement (N74PI-4) 37
Job-order-cost
Cost of goods manufactured statement (N74PI-4) 35
When is process-cost more appropriate (N75T-6) 123
Joint cost
Allocation using relative sales value
By-product net realizable value treated as addition to
the sales value of one product (N74PI-4) 37
Process-cost
Equivalent production
Definition and explanation of significance and use 
(N75T-6) 123
FIFO (N74PI-4) 35
FIFO method differences from weighted average method 
(N75T-6) 123
Rationale for use rather than job-order-costing 
(N75T-6) 123
Spoilage
Normal and abnormal
Definition and explanation of how reported to 
management (N75T-6) 123
Standard costs (N75PI-5) 98
Conceptual merits for inventory valuation on financial 
statements (N74T-6) 59
Variances
Explanation of why factory overhead was underapplied 
and effect on overhead variances computed by a
three variance method (N74T-6) 60
Journal entries with conceptual merits for disposition
of variances by charging cost of goods sold, 
by charging cost of goods sold and finished 
goods, and by charging finished goods only 
(N74T-6) 59
Statement of cost of goods manufactured
Job-order-cost (N74PI-4) 35
Statement of gross margin (N74PI-4) 37
Unit cost
Acceptance of order at price above unit variable cost
but below average unit cost would consider likelihood 
of repeat sales at that price and whether a separate, 
isolated market is involved (N74T-5) 58
Decrease as production increases as result of allocation 
of fixed overhead (N74T-5) 58
Cost accounting (cont.)
Variance analysis (N75PI-5) 98
Charge to cost of sales at beginning of year for
variances in beginning inventory which received an 
allocation of variances at the end of the previous 
year (M74PII-3) 9
Direct-labor efficiency-variance total charge computation 
(M74PII-3) 9
Direct-labor rate-variance total charge computation 
(M74PII-3) 9
Materials price variances computation for three products 
(M74PII-3) 9
Materials quantity variances computation for three 
products (M74PII-3) 9
Cost of goods sold
Three different schedules based upon FIFO, LIFO, and 
weighted average (N74PII-3) 40
Costs
Asset rather than expense (N75T-3) 119
Loss treatment appropriate (N75T-3) 119
Rationale for allocation of asset cost (N75T-3) 119
Rationale for expensing at time of product sale
(N75T-3) 119
Rationale for treating as period expenses instead 
of assigning to an asset (N75T-3) 119
County
General fund entries (N75PII-4) 101
Tax agency fund entries (N75PII-4) 102
Craig Corporation (M75PI-3) 64
D
Darren Company (M75PII-4) 71
David Construction, Inc. (N74PI-3) 34
Depreciation expense
Comprehensive audit program for accumulated depreciation 
and depreciation expense for a manufacturer of 
janitorial supplies, not including audit program steps 
for property, plant, and equipment (M75A-6) 79
Various assets on several methods (N74PI-5) 38
Dial County (N75PII-4) 101
Direct costing
See Cost accounting 
Disclosure
Foreign currency translations (N75T-4) 121
Pending condemnation and related facts disclosed in
financial statements, including the opinion of 
independent counsel as to the probable outcome of the 
condemnation proceedings (N74L-7) 53
Requirements when parent company does not accrue 
income tax on all or part of its equity in the 
undistributed earnings of a subsidiary (N74T-3) 56
Dupres and Garner (N75PI-4) 96
Dupres, Mr. and Mrs. (N75PI-4) 96
E
Earnings per share
Convertible debentures
When proper to treat as common stock equivalents, 
effect on the computation of EPS in such cases, 
and how handled for EPS computations when not 
considered common stock equivalents 
(M74T-5) 32
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Earnings per share (cont.)
Explanation of how dividends or dividend requirements 
on any class of preferred stock affect the 
computation (M74T-6) 31
Fully diluted
Computation of adjusted net income applicable 
(M75PII-4) 72
Computation of weighted average number of shares 
applicable (M75PII-4) 71
Primary
Computation of adjusted net income applicable 
(M75PII-4) 72
Computation of weighted average number of shares 
applicable (M75PII-4) 71
Explanation of how the denominator should be 
determined (N74T-7) 61
Treasury stock method
Circumstances under which it is appropriate to apply, 
limit of its application, and procedures followed 
beyond that limit (M74T-6) 31
Electronic data processing 
General purpose computer audit software packages
(N75A-5) 107
Sample of one (N74A-5) 47
Test deck (N74A-5) 47
Engagement letters needed (N74A-6) 48
Equity method
Accounts affected by carrying an investment at equity 
for the last six months of a fiscal period 
(N74T-3) 55
Circumstances in which a parent company should not 
accrue income tax on all or part of its equity in 
the undistributed earnings of a subsidiary include 
specific plans or past experience showing that the 
subsidiary has invested or will invest the undistributed 
earnings indefinitely or that the earnings will be 
remitted in a tax-free liquidation (N74T-3) 56
Disclosure
Requirements when parent company does not accrue 
income tax on all or part of its equity in the un­
distributed earnings of a subsidiary (N74T-3) 56
Eton City (N75PII-4) 101
Exchange rates
Appropriate for use and reason for their use with given 
accounts (N75T-4) 120
FASB Statement No. 8 (N75T-4) 120
Expenses
Rationale for recognition at time of product sale 
(N75T-3) 119
Extraordinary item
See also APB Opinion No. 30
Freak lightning storm (N75T-7) 124
Probable extraordinary loss as result of buying assets of
insolvent debtor and becoming liable to his 
creditors when president of the debtor company 
absconded with entire proceeds (N74L-4) 51
F
FASB Statement No. 1 (N75T-4) 727
FASB Statement No. 8 (N75T-4) 120
Federal income tax
Adjusted gross income computation (N74PII-4) 41
Acquisition of property at less than fair market value
by a stockholder from a corporation yields dividend 
income (M75PI-5) 67
Federal income tax (cont.)
Casualty loss (N75PI-4) 96
Circumstances in which a parent company should not
accrue income tax on all or part of its equity in 
the undistributed earnings of a subsidiary include 
specific plans or past experience showing that the 
subsidiary has invested or will invest the 
undistributed earnings indefinitely or that the earnings 
will be remitted in a tax-free liquidation 
(N74T-3) 56
Contributions (N75PI-4) 96
Corporation
Compensatory transfer of securities (M74PI-3) 4
Condemnation of land (M74PI-3) 4
Contribution of furniture (M74PI-3) 4
Destruction of warehouse (M74PI-3) 4
Inventory distribution (M74PI-3) 4
Net long-term capital gain (M75PI-5) 67
Sale of automobile (M74PI-3) 4
Sale of patent (M74PI-3) 4
Section 1231 (M74PI-3) 4
Section 1250 (M74PI-3) 4
Settlement of debt with securities (M74PI-3) 4
Special deductions
Contributions (M75PI-5) 67
Dividends-received (M75PI-5) 67
Trade-in of machinery (M74PI-3) 4
Unconsolidated taxable income (M74PI-3) 4
Worthless security (M74PI-3) 4
Depreciation (N75PI-4) 96
Disclosure
Requirements when parent company does not accrue 
income tax on all or part of its equity in the 
undistributed earnings of a subsidiary (N74T-3) 56
Dividend income (N74PII-4) 41,
(M75PI-5) 67
Dividends from a mutual fund (N75PI-4) 96
Exchange of assets gain with cash boot received
(M75PI-5) 68
Exempt income (N75PI-4) 96
Exemptions (N75PI-4) 96
96
(N75PI-4) 96
(N75PI-4) 96
96
(N74PII-4)
Gift stock (N75PI-4) 
Interest in a corporation 
Interest in a partnership 
Joint return (N75PI-4) 
Long-term capital gain 41
(N75PI-4)
(N74PII-4)
96
41
Long-term capital gains and losses 
Long-term capital loss carryover 
Net capital loss (N74PII-4) 41
Nondeductible items (N75PI-4) 96
Nontaxable or nondeductible items
List required including interest on state bond, life 
insurance premiums, life insurance proceeds, 
equity in net income, dividends paid, and treasury 
stock (M75PI-5) 68
Profit from business (N74PII-4) 41
Recapture of depreciation (N74PII-4) 41
Rent income and expense (N75PI-4) 96
Section 1231 assets (N75PI-4) 96
Section 1231 gain (N74PII-4) 41, loss
(M75PI-5) 67
Short-term capital gains and losses (N75PI-4) 96
Short-term capital loss (N74PII-4) 41
Subchapter S corporation (N75PI-4) 96
Unrecognized gain on involuntary conversion
(N74PII-4) 77
Federal securities regulation 
See also Securities Act of 1933
Securities Act of 1934
Corporation whose sole business is land development 
Investor’s interest is personal property (N75L-5) 775
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Federal securities regulation (cont.)
Disclosure requirements
Registration statement and prospectus (N75L-5) 114
Exempt offering
Private placement
Sophisticated investors (N75L-5) 775
Insiders
Liable on short-swing profits (N74L-5) 52
Securities Exchange Act of 1934 prohibits insider
short-swing transactions (N74L-5) 52
Insiders liable for short-swing profits (N75L-5) 776
Insiders not permitted to trade on inside information
(N75L-5) 775
Offering subject to registration
Shares to be offered throughout U.S.
Corporation in turn owns the real property
(N75L-5) 114
Private placement
Exempt offering (N75L-5) 775
Financial Accounting Standards Board (N75A-4) 706
Financial Services, Inc. (M75A-4) 77
Financial statements
Deficiencies and omissions in given statements
(N75A-7) 770
Flood damage resulting in an uninsured loss of inventory 
after year-end
Audit procedures for detection and disclosure
(N74A-4) 47
Flowchart (N75A-6) 705
Advantages (N74A-7) 49
Factory payroll system (N74A-7) 49
Purchasing function (N75A-6) 70S
Footnotes
Lack of necessary footnotes would be departure from GAAP 
(N74A-6) 49
Forecasted income statements 
See Income statements
Foreign currency translations
Disclosure required (N75T-4) 720
Exchange rate to use and reason for its use with given
accounts (N75T-4) 720
Foreign subsidiary
When consolidated financial statements are appropriate 
(N75T-4) 720
Funds
See also Municipalities
Meanings as used relative to statement of changes in 
financial position (N75T-7) 124
G
Gary Corporation (M75PI-5) 67
General purpose computer audit software packages 
(N75A-5) 707
Glipwood, Inc. (M75PI-5) 67
Goods in-transit
Cut-off of purchases would detect (N74A-4) 46
Governmental accounting 
See County
Funds
Municipalities
Grand Department Store, Inc. (N74PII-3) 40
H
Helmaville, City of (N75PII-4) 707
Helper Corporation (N74PI-4) 35
I
Income
Net
To investors
Major categories of revenue, expense, and other 
items included (N74T-4) 57
To residual equity holders
Major categories of revenue, expense, and other
items included (N74T-4) 57
Value-added
Major categories of revenue, expense, and other items 
included (N74T-4) 57
Income statement
See Statement of income
Income statements 
Projected
Completed contract method (N74PI-3) 34
Insurance
Fire
Computation of recovery from each insurance company 
with one policy on building and one on building 
and equipment and a loss applicable to each 
asset category (N74PI-5) 38
Purchaser took possession of factory and warehouse 
prior to closing, thereby incurred the risk of loss 
which created an insurable interest for which he 
may recover for its loss (N74L-7) 53
Interim financial reporting
Disclosure requirements (M75T-3) 57
Preferable treatment with explanations for each of five
given items (M75T-3) 57
Weaknesses identified in form and content of given interim 
report (M75T-3) 57
Raw materials 
Purchasing
Weaknesses in flowcharted functions (N75A-6) 705
Report
Differences in the form and content of an internal 
control report if it were based on a special study 
for the purpose of reporting to a regulatory agency 
(as opposed to a report to management based on 
the annual audit) (M74A-5) 75
Form and content based on annual report and the 
reasons for such a report (M74A-5) 75
Sampling
Objective of sampling transactions from a large-volume 
population is to determine whether controls are 
actually operative (N74A-5) 47
Internal control
Study and evaluation
Preliminary evidence-gathering assisted by tracing a single 
transaction of each of various types through all stages 
of the accounting system (N74A-5) 47
Walk through (N74A-5) 47
Weaknesses in flowcharted purchasing function
(N75A-6) 108
Internal Revenue Service (M75L-5) 84
Inventory
Audit procedures
Consignments out (N74A-3) 45
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Inventory
Audit procedures (cont.)
Finished merchandise in public warehouses pledged as 
collateral for outstanding debt (N74A-3) 45
Cost of goods sold
Three different computations based upon FIFO, LIFO, 
and weighted average (N74PII-3) 40
Explanation of effect on cost of goods sold and any other 
account affected relating to inventory (M75T-5) 89
General purpose audit software packages (N75A-5) 107
In-transit goods
Detection and disclosure (N74A-4) 46
LIFO
Establishment of and subsequent pricing procedures for 
LIFO applied to units of product when the periodic 
inventory system is used and application of dollar- 
value method to a retail LIFO inventory or to LIFO 
units of product (M74T-5) 30
General advantages and disadvantages of LIFO 
(M74T-5) 30
Specific advantages and disadvantages of dollar-value-LIFO 
(M74T-5) 30
Retail method
Conventional (N74PII-3) 40
Factors that may have caused a difference between the
computed inventory and the physical count 
(N74PII-3) 40
Valuation
Standard cost
Conceptual merits on financial statements 
(N74T-6) 59
Variances
Journal entries with conceptual merits for disposition 
of variances by charging cost of goods sold, 
cost of goods sold and finished goods, and 
finished goods only (N74T-6) 59
Investments
Adjusting entries necessary as result of analysis of account 
including gain on disposition of investments, allocation 
of costs between common and preferred, allocation of 
cost to rights, exercise of rights, equity method, cost 
method, purchase of bonds between interest dates, and 
treasury stock retirements (M75PI-3) 64
Long-term
Accounts affected by carrying an investment at equity for 
the last six months of a fiscal period (N74T-3) 55
Criteria based upon intent of management as to use of the 
funds, ease of disposal of the investment, etc.
(N74T-3) 55
Temporary
Criteria based upon intent of management as to use of the 
funds, ease of disposal of the investment, etc.
(N74T-3) 55
Investor Corporation (N74PII-3) 40
J
Jared, Inc. (M75PII-5) 73
K
Kevin Instruments, Inc. (M75PI-3) 65
Lease (cont.)
Lease-purchase method entries with explanations 
(N75T-5) 122
Lessor
Manufacturer or dealer
Account for lease transactions as operating leases unless 
criteria for sale met (N75T-5) 121
Long-term contracts
Completed contract method
Projected income statements (N74PI-3) 34
M
Managerial accounting
See also Cost accounting
Analysis of the effects of one alternative of purchasing new 
machinery for the production of a product which 
presently is reported to have a net loss before tax, 
and another alternative of discontinuing the 
production of that product (M75PII-3) 70
Maneri Electronics, Inc. (M74PII-4) 11
Marker Corporation (N75PI-4) 96
Mascot, Inc. (M75PI-3) 64
Matching Concept (N75T-3) 119
Model Business Corporation Act (M75L-4) 82
Multiple choice answers (M74PI-1- 1-18) 1,
(M74PII-1 & 2-1-31) 8,
(M74A-1 & 2-1-50) 75,
(M74L-1 thru 3-1-54) 22,
(M74T-1 & 2-1-40) 27,
(N74PI-1 & 2-1 thru 33) 33,
(N74PII-1 &2-1 thru 33) 39,
(N74A-1 & 2-1 thru 50) 44,
(N74L-1 thru 3-1 thru 48) 50,
(N74T-1 & 2-1 thru 38) 54,
(M75PI-1 & 2-1-34) 63,
(M75PII-1 & 2-1-31) 69,
(M75A-1 & 2-1-50) 76,
(M75L-1 thru 3-1-48) 81,
(M75T-1 & 2-1-40) 86,
(N75PI-1 & 2-1 thru 35) 93,
(N75PII-1 & 2-1 thru 32) 99,
(N75A-1 thru 3-1 thru 60) 105,
(N75L-1 thru 3-1 thru 48) 113,
(N75T-1 & 2-1 thru 40) 118
Municipalities
Depreciation, circumstances under which recognized 
(M75T-6) 91
Description of major differences that exist in the purpose of 
accounting and financial reporting and in the types of 
financial reports of a large city when compared to a 
large industrial corporation (M75T-6) 90
General fund entries (N75PII-4) 101
Inventories often ignored, discussion of reasons
(M75T-6) 91
Journal entries for all the funds and groups of accounts
involved in eight different situations (M74PII-5) 72
Property tax levy required (N75PII-4) 101
Munson Manufacturing Company (M75PII-5) 73
L
Lease
Operating leases or sales (N75T-5) 722
o
Ocean Company (M75PII-3) 70
Opinion
See Auditor’s report
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p
Partnership
Agreement precludes reduction of commission without 
permission of all partners
Liability of general partner to other partners for 
reduction (N75L-7) 117
Real estate brokerage
Seller may believe general partner has apparent
authority to reduce commissions (N75L-7) 117
Agreement requires checks deposited intact 
Partner cashed partnership check
Bank may be liable if it has copy of agreement 
(N75L-7) 117
Bank not liable without knowledge of partner’s lack 
of authority (N75L-7) 117
Agreement requires consent of partners for sale of 
real property
Purchaser had knowledge of agreement 
Partner said he had consent
Purchaser made check payable to partner 
Partnership should be able to set aside
conveyance (N75L-7) 117
Breach of fiduciary duty by partner (N75L-7) 117
Breach of partnership agreement (N75L-7) 117
Liability of partner
Breach of contract and/or fiduciary duty 
(N75L-7) 117
No inference of partnership drawn for receipt of share of 
profits in payment as wages of an employee 
(M74L-6) 25
Partner’s act that is not for carrying on the partnership
business in the usual way does not bind the partnership 
unless authorized by the other partners (M74L-6) 25
Person admitted to existing partnership liable for all the 
obligations of the partnership arising before his 
admission to extent of his partnership interest 
only (M74L-6) 25
Real estate brokerage
Apparent authority of partner to sell land
Purchaser without knowledge of limitations on 
the partner’s authority or of his wrongdoing 
(N75L-7) 117
Commission reduction
Apparent authority of general partner (N75L-7) 112
Whether purchaser of building from a partner who
conveyed (in his own name) the building obtained 
good title depends on circumstances (M74L-6) 26
Wholesaler without knowledge of restriction on apparent 
authority of partner can hold partnership liable 
on contract (M74L-6) 25
Payback
See Capital budgeting 
Quantitative methods
Period versus product costs (N75T-3) 119
Plentiful Heat Company (N75PI-3) 94
Poole, Inc. (N74PI-4) 35
Present value
See Capital budgeting 
Quantitative methods
Price-level adjustments
Evaluation of each of three independent statements and 
and identification of the areas of fallacious reasoning 
in each, with reasons (M75T-7) 91
Privileged communication
Applied to CPAs by minority of state courts not followed 
by federal courts and must surrender working papers 
on IRS subpoena even though did not prepare tax 
return (M75L-5) 84
Product versus period costs (N75T-3) 119
Projected income statements
See Income statements 
Property
Client purchased property with a two-foot encroachment 
on adjoining land and must cure or pay 
damages (M74L-4) 23
Client purchased property without constructive knowledge 
of unrecorded first mortgage and takes the property 
free of it (M74L-4) 23
County may condemn property via eminent domain but 
must pay just compensation (N74L-7) 53
No rights against grantor because deed only contained a
warranty of protection from the grantor’s acts during 
its ownership but defect in title arose prior to 
grantor’s obtaining title (N74L-7) 53
Title insurance company liable as there was a defect 
present to which the company did not take an 
exception (N74L-7) 53
Q
Quantitative methods
Payback (N75PII-3) 100
Present value (N75PII-3) 100
Lease-purchase method entries (N75T-5) 122
Simultaneous equations necessary for computation of,
general and administration expenses (N74PI-3) 34
R
Ratios
Computation of current ratio and accounts receivable 
turnover, and, based on these, discussion of audit 
procedures for audit of accounts receivable and 
accounts payable (M75A-5) 78
Computation of sixteen balances in beginning and ending 
balance sheets utilizing data involving the 
interrelationships among statements, accounts, 
and groups of accounts (M75PI-4) 66
Realm Manufacturing, Inc. (N75PII-3) 100
Research and development costs
Arguments in favor of expensing as 
incurred (M74T-4) 29
Deficiencies that could have resulted from a given
company’s treatment of R & D in its statements as 
expense when incurred (M74T-4) 29
Recommendations in given situation of company for 
determining, accounting for, and reporting, with 
emphasis on historical-system aspects rather than 
budgetary control (M74T-4) 28
Revenue
Timing of recognition
As productive activity takes place, theory (N74T-4) 56
Other, including at completion of production or after
the point of sale, theory (N74T-4) 57
Point of sale, theory (N74T-4) 56
s
Sales
Breach of warranty
Assertable against seller (N74L-6) 52
Assertable against transferee or assignee of nonnegotiable
note (N74L-6) 52
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Sales
Breach of warranty (cont.)
Not assertable against holders in due course
(N74L-6) 52
Bulk transfer ineffective against any creditor of insolvent 
seller unless buyer fulfills certain requirements (not 
met in this case) (N74L-4) 57
Buyer of assets of insolvent competitor is liable to creditors 
of the competitor when president of competitor 
absconded with entire proceeds (N74L-4) 57
Salem Company (N75PII-5) 103
Sample of one (N74A-5) 47
Sampling
See also Quantitative methods—Statistical sampling 
Audit objectives of a sample of transactions from a
large-volume population (N74A-5) 47
Scope
See Auditor’s report 
Secured transactions
Client purchased personal property subject to a recorded 
security agreement of which it was not aware, and 
must pay, but may proceed against seller for not 
disclosing (M74L-4) 75
Discussion of legal rights of the parties and how to account 
for receivable due from a bankrupt and the related 
assignment of an equal amount of the bankrupt’s 
receivables as security (M75L-6) 84
Finance company has no rights against subsequent bona 
fide purchaser who bought used television set from 
original retail customer who had financed his original 
purchase, without the purchaser having filed a 
financing statement (N74L-4) 57
Finance company has perfected security interest in
television set against the creditors or the trustee in 
bankruptcy of a retail purchaser (N74L-4) 57
Guarantee of all outstanding obligations without new 
consideration cannot be enforced (M74L-7) 26
Perfected security interest in ever-changing 
inventory (M74L-7) 26
Perfected security interest in inventory includes proceeds 
from the sale of the inventory (M74L-7) 26
Perfected security interest obtained at time of 
repossession (M74L-7) 26
Purchase money security interest perfected without filing 
a financing statement because it relates to consumer 
goods (N74L-4) 51
Purchaser of chattel paper and nonnegotiable notes has a 
claim superior to that of the secured inventory 
financier (M74L-7) 26
Security interest perfected prior to four months from 
time of the filing of bankruptcy petition is not 
voidable (M74L-7) 26
Trustee in bankruptcy can set aside voidable preference 
obtained as result of taking a secured position with 
knowledge of insolvency (M75L-6) 84
Securities Act of 1933 (M75L-5) 83, (N75L-5) 114
See also Federal securities regulation
Securities Act of 1934
See also Federal securities regulation 
Antifraud provisions
Officer purchased stock based on inside information 
(N75L-5) 775
Inside information (N75L-5) 775
Securities and Exchange Commission (M75L-5) 83
Prospectus to each prospective purchaser required 
(N75L-5) 114
Registration statement required (N75L-5) 114
Securities Exchange Act of 1934 (M74L-5) 23,
(N74L-5) 52
SEC work
See Accountants’ legal liability—Discussion of additional 
duty and liability of CPAs in SEC work 
Contracts—Discussion of rights of CPA to extra fees 
for SEC work
Selling price
Acceptance of order at price above unit variable cost but 
below average unit cost would consider likelihood 
of repeat sales at that price and whether a separate, 
isolated market is involved (N74T-5) 58
Settlement of litigation after year-end
Audit procedures to detect and disclosure (N74A-4) 46
Software packages
General purpose (N75A-5) 107
Inventory (N75A-5) 107
Standards of field work
Evidence
Discussion of the nature of evidential matter in terms 
of the underlying accounting data, corroborating 
information, and the methods by which the auditor 
tests or gathers competent evidence (M75A-3) 77
Three general presumptions made about the validity of 
evidence with respect to comparative assurance, 
persuasiveness, and reliability (M75A-3) 77
Planning
Necessary preparation and planning by the in-charge 
accountant for an annual audit prior to beginning 
field work at the client’s office, including sources 
to consult, information to seek, and actions relative 
to the staff assigned (M74A-6) 79
Standards of reporting 
Consistency
Eight different accounting changes with statements as to 
whether the auditor’s report must be modified as to 
consistency in each case, and a statement as to 
whether prior year’s statements should be restated 
for each case (M75A-7) 80
Standard Service, Inc. (M75PI-3) 65
State and local government
Depreciation, circumstances under which recognized
(M75T-6) 97
Inventories often ignored, discussion of reasons 
(M75T-6) 97
Statement of changes in financial position 
Broad concept meaning (N75T-7) 124
Disclosure with explanation of given items (N75T-7) 124
Funds meanings (N75T-7) 124
Preparation of statement, including any supporting schedules 
needed, on a working capital basis (M74PI-5) 7
Statement of Financial Accounting Standards No. 1 
(N75T-4) 121
Statement of Financial Accounting Standards No. 4 
(N75PII-3) 100
Statement of Financial Accounting Standards No. 8 
(N75T-4) 120
Statement of financial position 
See also Balance sheet
Computation of sixteen balances in beginning and ending 
balance sheets utilizing data involving the 
interrelationships among statements, accounts, and 
groups of accounts (M75PI-4) 66
Statement of gross margin (N74PI-4) 37
Statement of income and retained earnings
Deficiencies and omissions
Effect on auditor’s report (N75A-7) 110
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Stockholders’ equity 
Preferred stock
Convertible
Disclosure (N74T-7) 60
Prepare section of balance sheet in good form with full
disclosure including footnotes (N74T-7) 60
Worksheet summarizing the effect of six given transactions
on stockholders’ equity and other accounts 
(M74PI-2) 2
Stock option plan
Disclosure (N75T-7) 61
Stock purchase plan
Disclosure (N74T-7) 61
Subsequent events 
See Audit procedures
Suretyship
Cosureties
Jointly and severally liable (N75L-4) 114
Right of contribution from fellow sureties in proportion
to the several undertaking (N75L-4) 114
Finance subsidiary of television set manufacturer has no
recourse to retailers unless the retailer is a 
surety (N74L-4) 51
Surety
Released by valid tender of performance by the 
principal debtor (N75L-4) 114
Surety is immediately liable upon default regardless of 
available collateral (M75L-6) 84
Surety subrogated to rights of creditor (N74L-5) 52
Surety succeeds to rights of creditor in property securing
debt, via subrogation (M75L-6) 84
Unaudited financial statements (cont.)
Engagement by telephone to do write-up work 
(N74A-6) 48
Footnote disclosure refused by client would require a
disclaimer setting forth the departure from generally 
accepted accounting principles, withdrawal, or (if the 
statements are only for internal use by the client) 
a disclaimer with a sentence added that the financial 
statements are only for internal use by the client, 
etc. (N74A-6) 49
Unaudited financial statements
Land and building recorded at appraisal value would 
require adjustment, disclaimer setting forth the 
departure from generally accepted accounting 
principles and the effect (if known) on the financial 
statements, or withdrawal (N74A-6) 49
Reliance on agent of client (N74A-6) 48
Responsibilities of CPAs and actions to minimize
misunderstandings in seven situations or 
contentions (N74A-6) 48
Responsibility of reasonable skill and care would require 
client be notified of missing invoices (N74A-6) 48
Transmittal letter uses language “which we have 
reviewed” (N74A-6) 48
Uniform Commercial Code (M74L-7) 26,
(M75L-7)  85
Uniform Partnership Act (M74L-6) 25
United States government (N75L-4) 114
T
The Grand Department Store, Inc. (N74PII-3) 40
The Salem Company (N75PII-5) 103
Tornado damage (N75PII-5) 103
Trial balances
Preparation of schedule of adjustments to be made to correct 
the trial balances of two years (M74PII-4) 11
V
Value-added income
Major categories of revenue, expense, and other items 
included (N74T-4) 57
U
Unaudited financial statements
Client charges “audit fees” account with charges for
accounting services (N74A-6) 48
Disclaimer should always accompany unaudited financial
statements (N74A-6) 48
W
Walkthrough (N74A-5) 47
Worksheet to correct two-years’ financial statements 
(N75PI-3) 94
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